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PREFACE 


The present issue of International Conciliation deals with two 
of the most important of the specialized agencies which have 
been brought into relationship with the United Nations Eco- 
nomic and Social Council—the International Bank for Recon- 
struction and Development and the International Monetary Fund. 
Both of these were created before the United Nations itself and 
were among the first of the international organizations following 
the Second World War. 

The crucial nature of the economic problems with which the 
world is faced today requires international efforts in a wide 
variety of directions. While the resources of the Bank and the 
Fund, although large in themselves, are not sufficient for more 
than a limited contribution to the overall solution, their role is 
of major significance. The Bank is the only world-wide agency 
available for making loans in the field of reconstruction and de- 
velopment. The patterns which it develops and the studies it 
makes can serve not only its own operations but can be of real 
assistance to private investment in the years to come. The Fund 
has been set up to exert its influence and employ its resources 
in the promotion of financial stability within countries and order- 
ly rates of exchange among nations. The achievement of these 
objectives will vitally affect the growth of a normal international 
exchange of goods and services basic to the future economic 
health of the world. 

Dr. Antonin Basch, author of the article on the Bank, is Chief 
Economist on the staff of the Bank. Before coming to this coun- 
try and becoming a citizen of the United States, he taught eco- 
nomics in Prague and represented Czechoslovakia at several 
economic conferences. Dr. Basch has also taught in this country 
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at Brown and Columbia universities and served as Research 
Associate in the Division of Economics and History at the Car. 
negie Endowment from 1944-1946. Although the author is a mem. 
ber of the staff of the International Bank for Reconstruction and 
Development the views he expresses are his own and do not 
necessarily reflect the views or policies of the Bank. 

Professor Raymond Mikesell, who has prepared the article op 
the Fund, is professor of economics at the University of Virginia 
He was a technical adviser to the American Delegation at the 
Bretton Woods Monetary Conference in 1944 and also attended 
the World Fund and Bank Conference at Savannah in 1946. 


James T. SHOoTWELL 
Presidem 


New York, November 25, 1949. 
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INTERNATIONAL BANK FOR RECONSTRUC.- 
TION AND DEVELOPMENT, 
1944-1949: A REVIEW 


By ANTONIN Bascu 


Chief Economist, International Bank for Reconstruction 
and Development 


INTRODUCTION 


Tue International Bank for Reconstruction and Development is 
a first venture of permanent international cooperation in long- 
term foreign lending. Its basic concept is that of an institution 
the capital of which is subscribed by all its members and on the 
board of which creditor as well as debtor nations are represented. 
Its unique feature is that it provides an opportunity for partici- 
pation of lenders and borrowers alike in drafting borrowing and 
lending policies. 

The creation of the Bank was the result of preparations for 
international financial and economic cooperation which were 
well advanced before the end of the war. In the beginning of 
this work much more attention was given to the International 
Monetary Fund than to the Bank. Only a few months before 
the Bretton Woods Conference a United States Treasury draft 
of the Bank Articles was submitted for discussion to the gov- 
ernments of the United and Associated Nations. At an informal 
meeting at Atlantic City in June 1944 immediately preceding 
the Bretton Woods Conference, most of the time was devoted 
to the International Monetary Fund (IMF). And even at Bretton 
Woods the IMF’s Agreement was analyzed and discussed in 
much greater detail than were the Articles of the Bank. 

However, the need for an institution providing long-term 
financial assistance was keenly felt and the conviction prevailed 
that the IMF could not operate if funds were not provided for 
long-term needs. This was the general opinion in spite of the 
fact that at the UNRRA conference held in November 1943 


a number of Western European nations expressed the expecta- 
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tion—which proved incorrect—that their foreign exchange posi- 
tion at the end of the war would be strong enough to enable 
them to pay in foreign exchange for relief and rehabilitation 
supplies. 

It was not expected that private loans and private foreign in. 
vestment would be able to supply the necessary funds for finane- 
ing postwar reconstruction. The experience of the ’thirties was 
still too recent in the memory of the investment community, 
Moreover, it could be anticipated that as a result of the war the 
United States and Canada would be the only major countries 
able to export capital on a substantial scale in the first postwar 
years. But it was optimistically assumed that UNRRA would 
take care of the immediate relief and rehabilitation needs which 
should not be financed on a credit basis. And there was a feeling 
that afterwards the Bank and private capital would assist coun- 
tries requiring credit for reconstruction and development. Very 
few experts envisaged the vast amount of capital needed to help 
the war devastated countries back on their feet and to assist in 
the development of the retarded nations who all made urgent 
claims for aid to carry out their development plans at a faster rate. 

It was also presumed that the modern productive machinery 
would soon be able to supply all goods needed throughout the 
world. It was not fully taken into account how deeply the war 
impact would affect the structure of the world economy and the 
pattern of world trade. The changes were indeed enormous. The 
position of the United Kingdom was completely changed, the 
economic weakening of Germany and Japan and the split be- 
tween East and West had important world-wide economic reper- 
cussions and the situation in South East Asia presented a com- 
pletely new picture. A realization of the social and political 
changes in various countries, the proclaimed policy of full em- 
ployment, and the impatience of the broad masses to improve 
rapidly their standard of living is basic to an understanding 
of the world-wide demand for economic and financial assist- 
ance, the dollar shortage, and last but not least the shift of the 
economic balance throughout the world. 
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This is the world in which the new institution began to op- 
erate, a world hungry for capital, expecting enormous foreign 
assistance, often with blueprinted ambitious plans, but not al- 
ways prepared to realize economic facts and necessities. 

In the following sections an attempt is made to explain the 
main purposes of the Bank as laid down in its Articles of Agree- 
ment, to describe and interpret the Bank’s policy, and to assess 
its achievements and possibilities. 


1. Tue Purposks AND STRUCTURE OF THE BANK 


1. Purposes of the International Bank for Reconstruction 
and Development 


The Articles of Agreement list the purposes of the Bank in 
some detail. The following quotations will suffice to indicate 
the general orientation given to the Bank’s policy. Among the 
purposes of the Bank are: “(i) To assist in the reconstruction 
and development of territories of members by facilitating the 
investment of capital for productive purposes, . . . (ii) To pro- 
mote private foreign investment by means of guarantees or par- 
ticipation in loans and other investments made by private in- 
vestors; and when private capital is not available on reasonable 
terms to supplement private investment by providing on suitable 
conditions finance for productive purposes out of its own capital, 
funds raised by it and its other resources. (iii) To promote the 
long-range balanced growth of international trade . . . by en- 
couraging international investment for the development of pro- 
ductive resources. ... .” 

The main purpose of the Bank is to facilitate and promote 
foreign investment, supplementing but not replacing private for- 
eign investment. It is not supposed to compete with private 
investment. 

In carrying out these objectives emphasis was laid on major 
aspects of policy: (1) It was expected that loans granted by the 
Bank out of its own resources would be an exception and that 


Sea eat eee ae 


ne a Rp ee see 


ie Et 


a. eM | 
i 











794 


primarily the Bank’s activity would consist in guarantee} 
loans made by private investors. Apparently it was thought that 
immediately after the war investors would not be willing to 
purchase foreign securities, but they might do so if such securi- 
ties carried the guarantee of the Bank. (2) The paragraph 
concerning the purposes of the Bank places equal emphasis on 
reconstruction and development. This principle is clearly stated 
in Article ITI, Sec. 1 (a): “The resources and the facilities of the 
Bank shall be used . . . with equitable consideration to projects 
for development and projects for reconstruction alike.” 

Many arguments developed around this point at Bretton 


Woods. Representatives of the less developed countries expressed | 


fears that the Bank would allocate too large a share of its re. 
sources to reconstruction and that not enough would be left 
for development. Proposals were made to the effect that the 
Bank should allocate every year equal amounts for reconstruc 
tion and development. It was Lord Keynes who defeated such 
proposals by arguing that should the amounts be equally divided 
between reconstruction and development loans, there would not 
be enough development loans after the reconstruction was com- 
pleted. (3) The Bank’s financing should be devoted to pro- 
ductive purposes. The article dealing with general provisions 
relating to loans and guarantees interprets in some detail the 
meaning of the term “productive purposes.” The Bank has, in 
the course of its operations, attempted to develop the term and 
the interpretation of which projects should be considered “pro- 
ductive purposes” for the Bank’s financing. (4) Finally, it is 
already clear from the first article that the Bank is not supposed 
to assist in financing rehabilitation and that financial and credit 
criteria played an important role when the articles of the Agree- 
ment were drafted. 


2. Operations of the Bank 


The articles of the Agreement related to the Bank were re- 
peatedly criticized as being too broad and it was said that it had 
been left to practical experience to work out the Bank’s lending 
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policy. It can be stated, however, that although the articles of 
the Agreement for the Bank are not and cannot be as detailed 
as those for the IMF, they contain enough material to provide 
a basic framework for the Bank’s policy. 

The main principles are the following: Loans, whether made 
or guaranteed by the Bank or made with the Bank’s participa- 
tion, shall be either to a member government or if made to a 


, political subdivision or a business enterprise must be fully guar- 


ES 


—_ 


anteed by the government.’ 

The Bank must be satisfied that the borrower would be unable 
to obtain the loan in the market under reasonable conditions. 

Except in special circumstances loans shall be made for the 
purpose of specific projects of reconstruction or development, and 
shall provide only the foreign exchange needed for the project. 

In making or guaranieeing a loan the Bank shall act prudently, 
and especially shall pay “due regard” to the prospect that the 
obligations on the loan will be met by the borrower or the 
guarantor if any. 

Some of these principles require further comment. The origi- 
nal United States Treasury draft envisaged only loans for specific 
projects. At Bretton Woods, after a long discussion, the words 
“except in special circumstances” were added. During the dis- 
cussion it was pointed out that various countries will be in dire 


_ need of loans for restocking or stabilization purposes. It was 


generally understood that the above clause covers these purposes. 
To make the situation clear the Board of Executive Directors 
adopted a resolution in 1946 expressly stating that loans for 
monetary stabilization are within the authority of the Bank. 
Apparently the authors of the original draft had been thinking 
of various unproductive foreign loans of the past and attempted 
to forestall a repetition of unproductive loans by tying them to 
specific projects. It is obvious, however, that a country still may 
use its own foreign exchange for unproductive purposes and 


1 The Bank is authorized to accept also the guarantee of the central bank or 
some comparable agency of the member in cases where the member in whose 
territories the project is located is not itself the borrower. 
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try to obtain a loan for specific productive projects. 


Very important is the provision requiring the Bank to exam. na 
ine the transfer possibilities on the side of the borrower (or the ni w 


guarantor) and a special admonition that the Bank shall ag 
prudently. There again a fundamental difference between the a 
loans of the ’twenties, granted without any special consideration ‘a 
of the transfer problem, and the lending operations of the Bank 


in which the transfer probiem is of paramount importance should ns 
be emphasized. The Bank has wide powers to relax the terms | 
for the service of a loan if the borrowing or guaranteeing mem- a 
ber suffers from “an acute exchange stringency.” The service pay. a 
ments may be accepted in the member’s currency for a period not 53 . 
exceeding three years, or the terms of amortization of the life of ‘ii 


the loan extended. (Art. IV, Sec. 4.) fnar 

These directives impose a rather conservative policy upon the sibeie 
Bank; it is not enough, for instance, that the project is consid- see 
ered remunerative in terms of local currency. The service of Re 
the loan increases foreign exchange expenditures of the bor. ia 
rower and therefore a reasonable prospect shall exist that the Bret 
project directly or indirectly will improve the balance of pay- Ban! 
ments of the country in question. -_— 

As a rule the Bank is supposed to furnish the borrower only light 
with foreign exchange necessary to carry out the purpose of the fed 
loan. It should not provide local currency which is needed for 


d 
domestic expenditure connected with the project. If, for instance, er 
the Bank financed a hydro station, it would lend foreign ex- 
change for the purchase of the needed equipment but not for , 3. F 


| 

. eign exchange to be converted in local currency required for TI 
the payment of local labor, local construction, road work and so of b 
forth. The member country should, as a rule, provide the neces wt 
sary local capital. According to the Articles of Agreement the 


Bank may provide the borrower in exceptional cases with addi- | at 
tional foreign exchange (a) if the project indirectly gives rise . pres 
to an increased need for foreign exchange, for instance, where | p.. 
the local expenditures connected with a large project induces | |. 
increased need for imports, and furthermore, (b) when local | 4. 
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currency required for the purposes of the loan cannot be raised 
by the borrower on reasonable terms, the Bank may provide the 
borrower as part of the loan with an appropriate amount of that 
currency. In most cases this would practically mean a foreign 
exchange loan to be converted in local currency. In the past 
before 1914, and again in the twenties, many loans covered also at 
least a part of the local expenditure involved in the project. 

The principle to limit the loan to foreign exchange require- 
ments connected with the project financed by the Bank has as 
its objective the reduction of the burden on the balance of pay- 
ments of the borrowing member. This could, however, impose 
a substantial burden on a borrower who, anxious to carry out 
development projects, might not hesitate to resort to inflationary 
financing. The relation between development, a rapid rate of 
investment, and inflationary pressure requires close examination. 
Much remains to be studied in this field. 

Reading carefully the main principles which form the frame- 
work for the Bank’s lending policy, one realizes that the 
Bretton Woods Agreement contains a basic philosophy for the 
Bank. Banking principles in the granting of loans and careful 
examination of projects and of transfer possibilities are the high- 
lights of this policy. Many critics of the Bank who are not satis- 
fied with the amount of loans granted so far, with their type 
and their conditions, might change their views somewhat if they 
would analyze carefully the Bretton Woods Agreement. 


, 3. Financial Resources 


rise 


1ere 
Ices 


The Bank is authorized to make loans out of its funds, or out 
of borrowed funds, or to guarantee loans. From Bretton Woods 
the Bank emerged with a large theoretical lending and guaran- 
teeing capacity but with a modest paid-in capital and a small 
capital in dollars. At the conference the idea prevailed—strongly 
presented by Keynes—that the main operating activity of the 
Bank should be the guaranteeing of loans granted by private 
investors. Direct lending by the Bank appeared to be of sec- 
ondary importance. In support of this opinion it was stated that 
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various countries would not be in a position to subscribe in 


convertible currency substantial amounts of the Bank’s capital 
but that they could help the potential borrower indirectly by 


guaranteeing their loans through the Bank. It is useful to recal}| 


the background of these provisions in order to understand the 
capital structure of the Bank. 

The authorized capital stock of the Bank is $10 billion, At 
present the subscribed capital by forty-eight member nations 
of the Bank is equivalent to $8,348.5 million. Members of the 
Bank must also be members of the IMF. Of the forty-four na. 
tions at Bretton Woods the following did not join the Bank: 
the U.S.S.R., New Zealand and Haiti (membership pending), 
Austria, Finland, Italy, Lebanon, Syria, Thailand and Tur. 
key, who were not at Bretton Woods, have become members 
of the IMF and the Bank, bringing the total to forty-eight, 
As of October 1949, the most important non-members are: Ar 
gentina, Burma, Ceylon, Hungary, Ireland, New Zealand, Pak- 
istan, Rumania, Sweden, Switzerland, the U.S.S.R., and also 
Germany and Japan. Some of these nations have expressed their 
intention to join the Bretton Woods institutions. The capital is 
subscribed by the members according to the subscriptions which 
were settled at Bretton Woods for the countries which took 
part at the Conference. It had been considered logical that the 
subscriptions in the Bank should be the same as the quotas in the 
IMF, but the practical application did not prove as simple as 
anticipated. Whereas many countries attempted to obtain high 
quotas in the IMF because they would be the basis for their 
drawing on the IMF, not the same eagerness was shown with 
regard to equal subscriptions in the Bank, probably because of 
the liability deriving from the subscription. But the United States 
agreed to a Bank subscription which was $425 million higher 
than its IMF quota, and Canada agreed to one which was $25 
million higher. This increase of $450 million more than offset 
the reduction resulting from the Latin American subscriptions 
which were only 70 per cent of their IMF quotas, and from the 
lower subscriptions of some other countries. 
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The subscribed capital is divided into two parts. Four-fifths of 
the total is guarantee capital which can only be called upon when 
it is necessary to meet the Bank’s obligations arising out of loans 
and guarantees. 

Only 20 per cent of the subscribed capital, i.¢., $1,669.7 million 
represents the paid-in capital which is available to the Bank for 
making direct loans. However, nine-tenths of this 20 per cent 
is paid in the currencies of the member countries and can be used 
for loan purposes only with the consent of the member whose 
currency is involved. Only one-tenth of the 20 per cent or 2 per 
cent of the total capital was paid by all members in gold and 
dollars. Thus, at the outset the Bank’s funds available for lending 
were confined to the paid-in subscription of the United States, 
$635 million, which gave the Bank its consent to the free use 
of the 20 per cent of the United States paid-in capital, plus 
around $85 million (later grown to $98.5 million) representing 
the 2 per cent payments of the other countries, or a total of 
$720 million. One may compare this amount with the approxi- 
mate $3.4 billion which was available to the IMF at the begin- 


is | ning of its activities. No wonder that some delegates suggested at 
| Bretton Woods a change in the names of the two institutions, the 
| IMF to be called the Bank and the Bank the “Guarantee Fund.” 


The Articles of Agreement céntain a provision which limits 
the total amount outstanding of guarantees, participations in 
loans and direct loans made by the Bank. It should not exceed 
100 per cent of the unimpaired, subscribed capital, reserves, and 


| surplus of the Bank. At present the limit would be around $8,350 


million. The provision quoted above is the result of a rather 
heated discussion. On the one side were the conservatives who 
were in favor of putting the limit below 100 per cent, some- 
where around 70 per cent; they thought that this would have 
favorable effects on the market of the obligations guaranteed or 
issued by the Bank. On the other side were the optimists who 
would have liked to have a limit from 150 per cent up to 300 
per cent of the subscribed capital, in the hope that the postwar 
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cooperation would develop an extremely favorable climate fo 
financial transactions of this type. 


Il. Tue Bank in Operation 


1. Financing of the Bank’s Loans 


June 25, 1946, was fixed as the date on which the Bank formally 
began operations. Within a few months applications for dollar 
loans were received from nine countries, amounting to more 
than $2,500 million, an amount greatly exceeding the Bank's 
own dollar resources. It was, however, not until May 1947 that 
the Bank granted the first loan. 

It soon became evident that most of the funds, which the Bank 
needed to comply with the requests for loans, would have to be 
obtained in the United States market. At Bretton Woods the 
idea seems to have prevailed that it would be possible to issue 
in the United States markets, bonds of various countries guaran- 
teed by the Bank, and that the Bank’s guarantee would suffice 
to induce the investors to purchase such bonds. In view of the 
unsettled over-all situation and unpredictable reaction of the 
market, the Bank decided not to start its operations by issuing 
bonds guaranteed by it, but to borrow money in the market, 
floating its own bonds. In order to do this it was necessary to 
prepare the market. Moreover, legislative action was required 
before the Bank’s securities could be legally purchased by insur- 
ance companies or savings banks, or by trusts which are lim- 
ited to investments that are legal for savings banks. The Bank 
developed a comprehensive legislative program in order to ob- 
tain national and state legislation, and administrative action in 
the United States which would make the Bank’s obligation 
eligible for investment by banks, insurance companies, and other 
institutional investors. 

By summer, 1949, the Bank’s securities were, or soon would be, 
legally authorized investments for the following institutions, sub- 

ject to the qualifications and conditions contained in the various 
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statutes and rulings: for all national banks and for other com- 
mercial banks in forty-five states and the District of Columbia; 
for savings banks in twenty-nine of the thirty-six states having 
such institutions and in the District of Columbia; for insurance 
companies in thirty-six states; for trust funds in thirty-three 
states and the District of Columbia. Furthermore, in June 1949, 
the United States Congress enacted legislation authorizing na- 
tional banks and state banks which are members of the Federal 
Reserve System to deal in and underwrite obligations issued 
by the Bank. The Bank’s securities may now be purchased by 
commercial banks whose deposits amount to more than 93 per 
cent of all commercial bank deposits in the United States, and 
by mutual savings banks whose deposits amount to more than 
95 per cent of all such deposits in the United States, and insur- 
ance companies whose admitted assets amount to more than 
93 per cent of all such assets in the United States. 

Until now the Bank has issued $250 million of bonds—$100 
million ten-year 214 per cent bonds and $150 million twenty-five- 
year 3 per cent bonds. The bonds were issued on July 15, 1947, and 
the offering was substantially oversubscribed. In October 1949, 
these bonds were quoted as follows: 3 per cent bonds, 102 **/s2; 
2¥, per cent bonds, ror 7/32. 

The proceeds of these bond issues increased the total dollar 
resources of the Bank to about $1,000 million. (For details see 
Table 1, page 803.) 

From the very beginning the Bank also endeavored to have 
its securities admitted as eligible investments in countries other 
than the United States. Until August 1949, only four of its 
member countries had taken affirmative action to qualify the 
Bank’s securities for investment. These countries are Australia, 
Canada, South Africa, and Turkey. The Bank attaches great 
importance to the legal status of its obligations in various mar- 
kets of the world. There are possibilities of having some foreign 
funds which are invested in dollars invested in the Bank’s obli- 
gations, but any large investment in the Bank’s bonds will de- 
velop only when the dollar shortage disappears or is substantially 
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alleviated in various countries. The ultimate objective is to have 


the Bank’s securities considered as gilt-edged securities on in. | 


ternational markets, to establish a firm position for them. This 
would attract funds from various countries which could increase 
the flow of international capital and assist in achieving a really 
productive investment all over the world. The Bank would be- 
come a clearing house for international movements of capital. 

The Bank holds an equivalent of about $926.3 million of the 
18 per cent paid-in capital of members other than the United 
States in the currencies of its members. According to the Ar- 
ticles of Agreement these currencies can be loaned only with 
the approval in each case of the member whose currency is in- 
volved. Hitherto, as mentioned already, only the United States 
released fully the free use of the 18 per cent subscription. In 
1947, Belgium agreed to the use of Belgian francs to the amount 
equivalent to $2 million and later Canada, the United Kingdom 
and Denmark consented to the use of $9.525 million out of the 
18 per cent of their capital subscription. (Canada to the equiva- 
lent of United States $8 million, United Kingdom to the 
equivalent of United States $1,400 million, Denmark to the equiv- 
alent of United States $125 thousand.) 

The Bank “shall impose no condition that the proceeds of a 
loan shall be spent in the territories of any particular member or 
members.” This does not exclude the fact that when making a 
loan the Bank obtains some reasonable estimate of the expected 
distribution of the spending under this loan. Moreover, a pro- 
vision in the loan agreements stipulated in dollars, requests the 
borrowers to inform the Bank of purchases to be made in cur- 
rencies other than dollars. This enables the Bank to investigate 
whether a member in whose territory a part of the loan is to be 
spent would agree to perhaps a partial use of the 18 per cent of 
its subscription for the Bank loan. 

The Bank attaches special importance to the possibility of 
using the 18 per cent of the paid-up capital for financing its 
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Table 1 


1. TOTAL FUNDS AVAILABLE FOR BANK’S 
DIRECT LENDING (September 30, 1949) 


20%, paid-in of United States subscription $ 635,000,000 
2% paid-in of other members in gold or dollars 98,565,000 
Released part of 18% subscription of Belgium, 

United Kingdom, Canada and Denmark 11,525,000 
Proceeds of two bond issues in the United States 250,000,000 
Sale of Swiss franc bonds to the BIS 3,956,000 
Net available (not including the special reserve) 

from operations to Sept. 30, 1949 16,804,000 

Total $1,015,850,000 


2, LOANS GRANTED TO OCTOBER 31, 1949 $ 731,600,000 
Sales of $12 million Dutch bonds ) 
Sales of $16 million Belgian bonds f 
Financing from the Bank’s funds 703,600,000 

3. FUNDS NOT COMMITTED FOR LOANS 


ALREADY AUTHORIZED AS OF END OF 
OCTOBER 1949 $ 312,250,000 


—28,000,000 


loans. In the Third Annual Report it says:* “It is hoped . . . that 
those countries whose productivity and trade position permit the 
export of capital will increasingly make it possible for the Bank 
to use for loans the 18°{ of their capital subscription paid in 
local currency, or to sell the Bank’s non-dollar securities in 
their investment markets.” In the Fourth Annual Report this 
request is repeated:’ “It is plainly desirable that the non-dollar 
position of the Bank’s paid-in capital should increasingly be- 
come a substantial source of loanable funds in order to reinforce 





2 Third Annual Report to the Board of Governors, 1947-1948, International 
Bank for Reconstruction and Development, Washington, D.C., p. 28. 

3 Fourth Annual Report to the Board of Governors, 1948-1949, International 
Bank for Reconstruction and Development, Washington, D.C., p. 36. 
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the Bank’s international character and to enable it to realize 
its potentialities more fully.” 

The problem obviously is interrelated with the members 
capacity to export capital or to grant credits. But with rising in- 
dustrial production in Europe and elsewhere, and with the re. 
turn of a buyer’s market, it may be assumed that several coup. 
tries will be willing to release to the Bank a portion of the 18 per 
cent to be used for financing part of a Bank loan, if by so doing 
they will increase their exports, maintain production, and per- 
haps receive partial payment in dollars. 


2. Lending Operations 


It should have been obvious from the very beginning that the 
Bank was in no position to provide the external financing for all 
meritorious projects of reconstruction and development. The 
Bank itself saw as its function “to provide a catalyst by which 
production may be generally stimulated and private investment 
encouraged.”* Therefore, the funds of the Bank are to be used 
for purposes which will result in the greatest possible increase in 
productivity in the shortest possible time. The loans shall prefer- 
ably be granted for projects which are constructive and practical 
and which will be beneficial to both the borrower and to the 
world. 

The Bank’s lending activity so far can be divided in the period 
before and after the functioning of the Marshall Plan. 


(a) Before the Marshall Plan. When the Bank started its opera- 
tions it put great emphasis on the problem of European recovery. 
The need for assistance was urgent; a great opportunity existed 
to raise the level of productivity within a short time; and finally 
a restoration of the productive capacity of Europe would have 
prompt and important consequences on the expansion of the 
economic activity of other regions. 

From May to August 1947, i.e., before the Marshall Plan ap- 


4Second Annual Report to the Board of Governors, 1946-1947, International 
Bank for Reconstruction and Development, Washington, D.C., p. 8. 
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peared as an over-all program for reconstruction and develop- 
ment of Europe, the Bank granted the following loans to Euro- 
countries: 

The French loan of $250 million, signed in May 1947, was the 
first loan of the Bank. The loan, guaranteed by the French Gov- 
ernment, was granted to the Credit National, a semi-public 
French corporation created in 1919 to assist in financing recon- 
struction and development of the French economy. 

The second loan of $195 million was granted to the Kingdom 
of the Netherlands. The purpose of the loan was to aid in the 
reconstruction of productive facilities in the Netherlands home- 
land, none of the proceeds to be applied to the Netherlands East 
Indies or for military purposes. In a supplemental Dutch loan 
agreement an amount of Sw.Frs.17 million was substituted for 
the equivalent of approximately $4 million of the first Dutch 
loan. The Bank borrowed this amount by selling 2'4 per cent 
Swiss franc bonds to the Bank for International Settlements in 
Basel. The BIS has since disposed of .a part of the bonds to two 
Swiss commercial banks. 

A loan of $40 million was granted to Denmark designed to 
assist Danish recovery by financing imports of essential capital 
goods and raw materials, such as agricultural and textile ma- 
chinery, cotton, metals, chemicals, etc. 

Finally, a loan of $12 million was granted to Luxembourg to 
finance the purchase of equipment for the Luxembourg steel 
industry and of rolling stock for its. railways. 

These four loans totalled $497 million. Except for the loan to 
Luxembourg they were termed general purpose loans because 
they did not refer to specific projects, although in each case the 
Bank was provided with and had to approve a list of commodi- 
ties to be purchased with the proceeds of the loans. Moreover, 
the Bank made sure by its end-use supervision that in each case 
the loan was used for purposes stated in the loan agreement. 
One can also speak of balance-of-payments loans in a more 
Narrow sense. 

When the loans were granted—following a long investigation 
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in each particular case—the Bank was aware of the difficult 
over-all situation in Europe and its unsettled conditions in mone 
tary, financial and balance-of-payments matters. In its Third 
Annual Report, it stated,’ “These loans, by permitting the bor. 
rowing countries to sustain for a time the necessary volume of 
essential imports, helped to prevent a disastrous drop in produc- 
tion and possible economic collapse.” 

The Bank fully realized, however, that Europe would need 
continued assistance from other sources because the requirements 
were greater than anticipated and because the scope of activities 
and loanable resources of the Bank are limited. Therefore, dur. 
ing the period when the Marshall Plan was discussed “the Bank 
took the position that, until the form and content of the Euro 
pean Recovery Program [ERP] had taken shape, the Bank could 
not make large loans to Europe.” 

It was “the intention of the Bank to supplement ERP, to the 
extent that the Bank’s resources (in the light of other demand 
upon them) and the credit standing of the ERP countries permit, 
primarily by financing projects which involve permanent addi- 
tions to production capacity.”° The ERP countries naturally pre- 
ferred ERP to Bank financing because the greatest part of the 
ERP funds were made available in the form of grants and so far 
as loans were agreed upon their terms were more attractive than 
those the Bank could offer. At any rate, the requirements of the 
ERP countries have been so large, that the Bank could have at 
best financed only a small part of them. 

It is expected that after the end of the ERP the participant 
countries will again look for private investors and turn to the 
Bank as a source of foreign capital for their long-term investment 
projects. There is no doubt that the ERP assistance has strength- 
ened the financial and economic position of the Bank’s bor- 
rowers or future borrowers which have participated in ERP. 


(b) Since the beginning of the Marshall Plan. Since the begin- 





5 Third Annual Report, op. cit., p. 8. 
6 Third Annual Report, op. cit., p. 13. 
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sing of the ERP activities the Bank has granted three small 
loans to the “participating countries.” In July 1948, a ten-year 
loan of $12 million was granted to four Dutch shipping com- 
panies guaranteed by the Dutch Government to finance the pur- 
chase of six merchant vessels. The loan was provided with a 
hip mortgage. The Bank sold all notes received from the Dutch 
hipping companies under its guarantee to United States private 
banks and mutual savings banks. 

In March 1949, the Bank made a loan of $16 million to the 
Kingdom of Belgium for the purpose of providing United States 
dollars for imports of equipment for the reconstruction of two 
steel mills and a power plant in the industrial district of Liége. 
The Bank sold all bonds from this transaction under its guaran- 
tee to a leading life insurance company and four mutual savings 
banks in the United States. 

In July 1949, a loan of $15 million was granted to the Finance 
Corporation of National Reconstruction (Herstelbank) guaran- 
teed by the Dutch Government. The proceeds of this loan will 
be made available to twenty-four Dutch corporations in various 


industries to finance part of their requirements for imports of 
| equipment from hard currency areas needed for reconstruction 


and modernization of their plants. 

Thus, the Bank has, so far, granted loans to ERP countries 
totalling $540 million. As the Bank resold under its guarantee $28 
million, and secured the equivalent of $2 million from Belgium, 
and the equivalent of $4 million in Swiss francs, the amount pro- 


| vided from the Bank’s own dollar resources is $506 million. 


In August 1949, the Bank granted a loan of $12.5 million to the 
Bank of Finland guaranteed by the Finnish Government. The 
loan is to finance in particular the modernization of the wood- 
working industries, assist in the completion of the electric power 
program and in the increase of limestone powder production for 
agriculture. 

The Finnish loan is the first one granted to an Eastern Euro- 
pean member although the Bank’s missions have also visited 
Poland, Czechoslovakia and Yugoslavia. 
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Finally, in October 1949, a loan of $2.3 million was granted y 
Finland and one of $2.7 million to Yugoslavia for the develop 
ment of timber resources in the two countries. Both loans are fo 
two years, carry interest rates of 2 per cent, plus the usual com 
mission of 1 per cent, and will be used to finance the purchase of 
timber-producing equipment. Negotiations for a similar logy 
are under way with Czechoslovakia, and Austria has also indj 
cated a desire to participate in the project. The purpose of these 
loans is to increase timber production in the borrowing coup. 
tries and their timber export to Western European countries 
thus expanding intra-European trade and reducing timber pur 
chases from the dollar area. 


(c) Loans to underdeveloped countries. Since the time when 
the Marshall Plan began to appear as a definite possibility, the 
Bank has devoted its activity increasingly to loans designed t 
stimulate the improvement of economic conditions and subse: 
quently, the level of production and national income in the so- 
called underdeveloped areas. In this field, the Bank was con- 
fronted with a new task without precedents. Whereas, in the 
past, the League of Nations supplied examples of stabilization 
and reconstruction loans (for instance, the League loans to 
Austria, Hungary and Greece) there has been no similar ex- 
perience of international cooperation in financing development 
in the various retarded areas of the world. 

Economic development of the underdeveloped countries had 
already become a leading objective of international cooperation ‘ 
during the war and its implementation was expected impatiently 
in many countries. However, in only a few cases had thorough 
studies been made indicating the scope of development, its re- 
lation to the international economy, its prerequisites, and its 
feasability. Only as investigations of development needs and 
possibilities of various countries proceed, is it possible to injec 
features of reality into the various schemes and plans. It takes 
time before high-sounding expectations are brought down into 
the world of realities. In most cases, it is necessary to determine 








Table 2 
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what the real bottlenecks and obstacles to economic dev 

are, how fast the country’s resources can be developed or what its 

most urgent needs are. In the course of such comprehensive ex. 

amination, it may be found—and it has often been the case~ 
that the lack of foreign exchange is not really the most impor. 
tant or even the most serious obstacle to development. In many 
countries inflationary pressure continuing after the war created 
a permanent high demand for foreign goods. The situation 
varies of course from country to country. Some have their 
budget in good condition but would have difficulties in raising 
funds needed to finance local expenditure connected with a de. 
velopment program; others have a deficit even on their current 
account and would not hesitate to resort to inflationary expan- 
sion of credit in order to be able to finance the various develop. 
ment plans. The monetary situation is often unstable and it is 
necessary to consider whether the exchange rates are appropriate. 

Domestic accumulation of capital in most of the underdevel- 
oped countries is not large enough to sustain a permanent and 
steady development. 

The technical know-how, and the availability of skilled labor 
must be examined in order to determine what assistance in these 
fields the countries need. 

Furthermore, when, in the past, a country has tried to acceler. 
ate its economic development with the help of foreign loans, it 
is important to know how these loans were utilized, what their 
effect was, and what the debt record of each particular country 
was. Were the loans a success and in what respect? Was a de- 
fault on foreign debt a result of too heavy borrowing not well 
conceived, was it the result of a world economic crisis, or of 
specific difficulties of a country? 

The Bank must examine the soundness of projects which it 
is requested to finance from various points of view. What are 
the most useful and the most urgent projects? Where would a 
Bank loan have the best results and facilitate development in 
other fields? What would be the direct or indirect effect of a 
project on a country’s balance of payments? The Bank does not 
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embark upon financing of ambitious over-all development plans 
scheduled to be carried over a period of years but rather prefers 
to examine specific projects separately and to decide upon their 
financing. 

The complexity of the whole development problem, aggravated 
by the unsettled political and economic conditions, may perhaps 
explain why the Bank’s start into the field of development loans 
did not come sooner. Up to October 1949, the Bank has granted 
the following development loans: 

In March 1948, Chile obtained two loans totalling $16 million. 
One is $13.5 million for hydro-electric development granted to the 
Fomento organization, an instrumentality of the Chilean Govern- 
ment created to promote Chilean economic development and to 
Endesa, a subsidiary of Fomento, engaged in generating and dis- 
tributing electric energy. The second loan of $2.5 million was 
made to Fomento for the purchase of agricultural machinery. 
Both loans are guaranteed by the Government of Chile. 

In January 1949, the Bank made two loans totalling $34.1 mil- 
lion to agencies of the Mexican Government for electric power 
development in Mexico. The first loan of $24.1 million was 
made to finance the purchase by the Federal Electricity Com- 
mission of equipment necessary for completion of a program 
comprising new power generating stations and transmission lines. 
The second loan of $10 million was made to enable Nacional 
Financiera (an official financing institution) and the Federal 
Electricity Commission to finance by way of a loan to the Mexi- 
can Light and Power Company (a private corporation) part of 
the cost of equipment necessary to carry out a program for ex- 
pansion of electric generating and distributing facilities. 

Also in January 1949, the Bank loaned $75 million to the 
Brazilian Traction Light and Power Company, Ltd., a Canadian 
Corporation, to finance most of the foreign exchange costs of a 
four-to-five years’ program of expansion for hydro-electric power 
and telephone facilities of the company’s Brazilian subsidiaries. 
The loan granted to a private corporation is guaranteed by the 
Government of Brazil. 
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In August 1949, the Bank made a $5 million loan to the Caja 
de Credito Agrario, Industrial y Minero, an autonomous deyel. 
opment bank (in which the Colombian Government holds the 
major interest) to finance the importation of agricultural ma. 
chinery. The loan is guaranteed by the Government of Colombia, 

Also in August, a $34 million loan was granted to the Goy. 
ernment of India to finance the purchase of locomotives, boilers, 
and locomotive spare parts. The Bank’s loan provided only a 
part of the foreign expenditure necessary for the rehabilitation 
of the Indian Railways. The Indian Government financed the 
major part of the whole program from its own resources. 

Finally, in September 1949, a $10 million loan was granted 
to the Government of India for the purchase of equipment for a 
weed clearance scheme with the objective of reclaiming an area 
of three million acres of agricultural land. This project is part 
of the Indian Government plan for the urgently needed increase 
in food production. 

The total amount of development loans so far is $174 million, 
but it may be expected that the Bank’s lending activity in this 
field will expand substantially. (For a list of loans granted 
by the Bank through October 30, 1949, see Table 2, page 809.) 

In addition to countries which have already received loans, 
the Bank’s fact-finding missions have visited the following mem- 
bers: Bolivia, Costa Rica, Ecuador, Egypt, El Salvador, Iraq, 
Lebanon, Paraguay, Peru, the Philippines, Turkey, and Uruguay. 

As the Fourth Annual Report of the Bank indicates, the Bank 


is now engaged in discussions with various of these countries re- | 


lating to a possible loan. 


3. The Terms of Loans 


The terms of loans vary according to the type of the loans. 
The Bank has granted two seven-year loans for agricultural 


development, a ten-year loan for Dutch shipping; the term for | 


the Indian railway loan is fifteen years. The long-term loans run 
from twenty to thirty years, but the only twenty-year loan at 
present is that made to France. 
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The principal basis for the determination of the rate of interest 
is the rate at which the Bank feels it would be able to borrow 
in the market itself for similar maturity. In addition the Bank is 
obliged by its Articles of Agreement (Secs. 4 and 5 of Art. IV) 
to charge a special commission payable periodically on the 
amount of the outstanding loan. During the first ten years this 
rate shall be not less than 1 per cent and not more than 114 per 
cent per annum. The Bank has been charging a 1 per cent 
special commission. The amount of the received commission shall 
be set aside as a special reserve which shall be kept available for 
meeting liabilities of the Bank in case of defaults. By Septem- 
ber 30, 1949, this special reserve reached a total of $9.41 million. 
Including the 1 per cent special commission the Bank has 
charged the rate of 4% per cent and 44 per cent in the case of 
long-term loans, 3/4 per cent and 3% per cent for short-term 
agricultural loans, 3°/16 per cent for the Dutch shipping loan, 
and 3 per cent for the two timber loans. 

It is practically impossible to compare the rates charged by 
the Bank with the rates which the borrowers would have to pay 
if they were in a position to borrow in the market. The rates 
charged by the Bank are substantially lower than were the rates 
of interest charged on foreign loans after the first World War 
and reflect the effect of international cooperation in lending, and 
also the lower rates prevailing in the United States market. Only 
loans granted directly by the United States and its agencies or 
by other governments carry lower rates of interest. 

Yet, in spite of the present low rates, suggestions have been 
made that lower rates should be charged to countries which are 
in great need of capital for development or that the provisions 
regarding the special commission be altered. In some cases, 
it was pointed out that the Bank’s rate of interest is higher than 
the rate of domestic government securities. But it should not 
be forgotten that in these cases the domestic market of govern- 
ment securities is usually regulated and manipulated. 

As to the repayment of the loans the Bank has arranged in 
various loan agreements that the amortization should begin two 
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to five years after the date of the granting of the loan. This pro. 
vides the borrowers with a grace period during which their bal- 
ance of payments is not burdened by the amortization of the Bank 
loans. However, there is no such provision for the payment of 
interest which regularly has to begin in accordance with the 
terms of agreement, once the agreement enters into operation, 

When a loan is granted, the goods and services to be purchased 
with the proceeds of the loan are determined by agreement be. 
tween the Bank and the borrower. The proceeds of the loan are 
subject to withdrawal by the borrower only upon satisfactory 
certification that expenditures have been met or will be met for 
the purchase of authorized goods and services. The disbursement 
operations are comparable to those of commercial banks in mak- 
ing payments under documentary letters of credit. 

As pointed out the Bank is not making tied loans. The pro- 
ceeds may be spent in the territory of any member. Up to June 39, 
1949, the Bank disbursed a total of $526.3 million in the follow- 
ing areas: 

United States of America $400.4 


Canada 14.4 
Latin America 51.4 
Europe 55:3 
Near East 2.5 
Africa 2.2 
Far East 0.1 


It can be said that nearly one-quarter of the total expenditures 
(about $121 million) financed by Bank loans were off-shore 
purchases.’ 

Up to October 31, 1949 the Bank had disbursed a total of 
$544.02 million. 

The function of the Bank does not end with disbursement. 
The Bank has established end-use supervision of its loans which 
vary with varying problems presented by different loans. The 
checking of the end-use is usually carried out in the borrowing 


7 An amount of $4.7 million was spent in Canadian, Belgian and United King- 
dom currency out of 18 per cent of the Bank’s holdings, (See page 802.) 
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country by field representatives of the Bank. The Bank’s con- 
cern is to see that the proceeds of the loan are devoted exclu- 
sively to the furtherance of the project and that the project is 
carried through to completion with economy, efficiency and 
diligence. It may be objected that the end-use supervision, while 
checking the proper use of the funds loaned by the Bank, is 
not able to exert any influence on general foreign expenditure 
of the borrower or on its over-all policy. Of course when the 
loan is small the Bank can hardly exert any influence on the 
borrower's over-all policy, but can at least make sure that proper 
use is made of the loan for carrying out the project financed by 
the Bank. 

The Bank obviously is directly interested in the general econ- 
omy of the borrower since this affects the security of the loan. 
It therefore requires the borrower, when requested, to give the 
Bank full information with respect to significant economic and 
financial developments. This creates much closer and more 
permanent relations between the Bank and its borrowers than 
has been usual between the creditor and debtor in the interna- 
tional field. The Bank’s loan agreements contain appropriate 
provisions for consultation with the Bank and for letting the 
Bank be properly informed on all important developments in 
the borrowing countries. 


Ill. THe Ovuttoox 


1. The Achievements 


Up to the middle of October 1949, the Bank had granted loans 
to the amount of $731.6 million. This is a substantial sum meas- 
ured in prewar volume of international loans, but it is disap- 
pointing viewed with postwar hopes and expectations in mind. 
At the end of the war the potential demand for assistance for 
reconstruction and development was enormous indeed, limited 
only by the available supply of goods. 

The Bank very often has been subject to criticism that it has 
been slow in granting loans, and that the total amount is far 
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from what was required and expected. The question which has 
to be answered is: Could the Bank have substantially increased 
the amount of loans and should it have done so? The world 
economic situation after the war proved to be much more diff. 
cult and more complex than perhaps even the pessimists at 
Bretton Woods expected. The whole fabric of international trade 
was distorted. Now, under great pain, a new world trade pat- 
tern is being worked out, its eventual structure still being rather 
crude. The dollar shortage which is only the reverse of the ab- 
normally large demand for United States goods continues, con- 
cealed by import and exchange restrictions and mitigated by 
United States grants. We are still very far from multilateral 
trade, and of course from convertibility of currencies. Examin- 
ing the repayment possibilities of its loans, the Bank must 
therefore consider not only a member’s balance of payments in 
general, but repayment possibilities in dollars in particular. As 
pointed out in the introductory pages, there are many reasons 
for the unsettled world economic conditions. In addition, world- 
wide inflation, often increased by too high rate of investment, 
has been concealing distortions in national economies and inter- 
national economic relations. This too has made it very difficult 
to determine what would be the best strategic use of the loans 
granted by the Bank. The Bank lending must be considered 
within the framework of the unsettled world economy. It also 
must be kept in mind that the Bank’s resources are limited. It is 
illusory to speak at this time of more than $8 billion being 
available to the Bank. The demand has been mostly for dollar 
loans and, furthermore, the United States has been so far the 
only country able to export capital on a substantial scale. The 
Bank would have had to rely on the United States market, 
and it is not certain what total amount of Bank bonds or secur- 
ities guaranteed by the Bank the market would be willing to 
purchase. The safest estimate is that after the Bank’s perform- 
ance had been well known to the market, and the market had 
become acquainted with the Bank structure and operations it 
might have been possible to float securities, at least to the amount 
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of capital guaranteed by the United States, which is $2,540 million. 

However, even a very substantial increase in the Bank’s lend- 
ing would have still remained far below what has been con- 
sidered as needed for dollar assistance to foreign countries. Some 
figures may help to indicate the magnitude of the problem. From 
July 1, 1945, to December 31, 1948, the total of United States 
Government grants and foreign credits amounted to $26,522 mil- 
lion (of which $6,383 million remained unutilized as of Decem- 
ber 31, 1948). Of this sum, grants alone totalled $14,507 million. 
The high proportion of government grants in the total United 
States foreign assistance is due mostly to the fact that the repay- 
ment of these sums, especially in dollars, is beyond the capacity 
of the receiving countries. 

In 1948, for instance, total net outflow of long-term funds 
from the United States (not including the Bank disbursements) 
amounted to $6,631 million, of which United States Government 
grants represented $3,761 million. These figures indicate very 
eloquently that it was not within the power of any credit insti- 
tution to satisfy, even partially, the demand for dollars as it has 
developed since the war. It should also be recalled that the 
original estimate of the Marshall aid expenditures over four years 
of the duration of the Plan runs to about $17 billion. The ap- 
propriations have totaled $9.9 billion since April 1948, and the 
disbursements reached $7 billion October 23, 1949. 

It may be useful to compare the amount of the Bank loans to 
the amount of loans granted by the Export-Import Bank, a 
United States agency. In 1946, the total of new loans was $1,211 
million, including $650 million to France, $200 million to the 
Netherlands, and about $145 million to Poland, Finland, Italy, 
Greece, and Czechoslovakia. In 1947, the Export-Import Bank 
loans amounted to $614.1 million; in 1948, to $138.3 million; 
and in the first halt of 1949, to $112.6 million. The figures for 1948 
and 1949 do not include credits granted under the Marshall Plan 
Act of 1948, which are carried on the books of the Export- 
Import Bank independently of normal operations of the Bank. 
The terms of the Economic Cooperation Administration (ECA) 
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loans are also different from the normal loans of the Export. 
Import Bank, with interest payments waived altogether for the 
period up to 1952. Repayment of principal foreseen for thirty- 
five years will start in 1956. 

The Bank has especially been reproached for not having done 
enough in the field of development loans. The question may be 
asked here whether and to what extent the fact that the Bank 
has not been more active in this area before 1949 has slowed 
down the economic development of some of its members. It js 
well known that the economic and financial situation in various 
countries was unsettled, and that many suffered from a continued 
inflation. The exchange rates of some of them were not what 
may be considered as appropriate. Various countries had at the 
end of the war substantial amounts of foreign exchange accumu- 
lated during the war which in many instances was spent on im- 
ports of consumer goods to satisfy the pent-up demand and to 
mitigate the inflationary pressure. Some countries had to go 
through a period of import restrictions, of a strict exchange 
control, of fiscal reforms, and of exchange-rate adjustments be- 
fore they realized that not everything was in order in their 
economy and that great efforts must be made to improve their 
actual position. It should also be remembered that until 1949 the 
supply position, especially of the many capital goods in demand, 
was difficult—high prices and long delivery terms prevailing. 

A further point may be made. In some cases dollar loans given 
during this period would have mitigated temporarily the dollar 
shortage but might have made the world dollar position even 
more difficult in the long run, taking into account the impact of 
the repayment of these loans on the balance of payments of the 
receiving countries. Although it can be argued that the Bank 
could have been more expeditious in some of its development 
loans, it could hardly be said that the Bank slowed down de- 
velopment of any of its members, or prevented a member from 
starting good development projects. The delay may have been 
more than rewarding if in the meantime the Bank was able to 
assemble more experience in this particular field, and if its mem- 
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bers also have learned more about the real possibilities, real 
tasks, real priorities in the field of economic development. 

In the meantime the world economy has just gone through 
its first major postwar readjustment crisis. The devaluation of 
the pound and subsequent devaluation of many other curren- 
cies are evidence that countries are trying to find a basis for 
better economic and trade equilibrium. The general shake-up 
which is expected to follow devaluation may be able to correct 
a part of the false picture of world economy, and may provide 
for better basic information on many points so that the Bank 
too may be in position to operate better in a world economy 
which begins to settle down. 


2. The Problem of Assistance to Underdeveloped Countries 


In the next few years the Bank will lay great emphasis on 
loans to underdeveloped countries. It will of course have to take 
into consideration also the need of other countries, especially of 
its European members, for loans for modernization of production 
or perhaps even for stabilization purposes. Such need may arise 
especially at the end of the ECA assistance. 

Over the past two years the Bank, through its missions to’ 
various countries, and through its discussions with members, has 
increased substantially its knowledge of problems and difficul- 
ties involved in economic development. The Bank expressed its 
view on this in the Annual Report for 1948-49. From the results 
of its investigation it could be said that “There is no quick and 
easy way to raise production levels and living standards; indeed, 
to raise hopes of spectacular transformation may only invite 
disillusionment and failure.” “If money were all that was re- 
quired to bring development projects to fruition, the Bank’s 
primary task would have been the relatively simple one of allo- 
cating its resources among various claimant schemes.”® Accord- 
ing to this statement the principal limitation upon financing 
in the development field has not been lack of money but lack 





8 Fourth Annual Report, op. cit., p. 8 ff. 
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of well prepared and well planned projects ready for immediate 
execution. A substantial gap exists between the concept of de. 
velopment potentials and the formulation of practicable propo. 
sitions designed for the realization of those potentials. 

Among the obstacles to a more speedy development the fol- 
lowing should be listed: the low level of education, and of intellj- 
gent and skilled man power which exists in most underdeveloped 
countries, and the low health standards which also form a sub. 
stantial obstacle to economic development. Development is greatly 
hampered by the limited resources of domestic capital available 
in most underdeveloped countries, partly a result of the low 
level of national income, and partly of inadequate machinery 
for encouraging savings and channeling them properly. The un- 
stable political and social situation in various countries must also 
be taken into account. 

It has become more and more evident that the underdeveloped 
countries need technical assistance in various fields of their ac- 
tivity. This assistance includes financial, monetary and economic 
matters in general. Furthermore, it includes technical assistance 
in the fields of education, health and, finally, technical assistance 
in its narrow sense which means providing the countries with 
the know-how required for improving existing production and 
establishing new production. The Bank has been active in the 
field of technical assistance when requested by its members in so 
far as it felt competent to do so. For instance, the Bank has 
sent an expert to Ecuador to make a study of the rehabilitation 
needs of Ecuador’s textile industry. It also arranged at the re- 
quest of the Salvadorean Government for the services of an ex- 
pert on agricultural credit, borrowed from the United States 

Farm Credit Administration, to advise on problems connected 
with the operations of the Mortgage Bank of El Salvador. One 
instance worthy of especial mention is the Bank’s mission to 
Colombia which is making a comprehensive survey of Colom- 
bia’s economic resources and needs with a view to indicating 
the most promising lines of development, the principal obstacles 
in the way, and the means by which they might be surmounted. 
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It may be expected that other countries will request missions 
of this type. 

From a close investigation of the problem of development it 
is apparent that there is no short cut to a rapid improvement of 
the standard of living in underdeveloped countries, although the 
conditions vary from country to country. A very important evi- 
dence of the difficulties inherent in promoting development is, 
for instance, supplied by the recent reports of the United King- 
dom Colonial Development Corporation and the United 
Kingdom Overseas Food Corporation. On the one hand, these 
reports describe the high hopes and expectations of economic 
development in the United Kingdom colonies; the expected con- 
tribution to the United Kingdom economy, the amount of fi- 
nancial assistance provided, and the work created. On the other 
hand, the reports point out the extent to which progress and the 
results achieved so far, have fallen short of expectations. Yet in 
the present political and social climate countries are restless, are 
not satisfied with a slow rate of development and improvement 
of the standard of living, and are pressing for the speeding up 
of the existing tempo evidenced until now. There are a few who 
believe that the rate of economic development might be substan- 
tially increased if much more foreign assistance were available to 
meet the foreign exchange expenditure and at least a part of the 
expenditure in local currency. This impatience has prompted a 
proposal to create an Inter-American Bank with a capital of $5 
billion. At United Nations meetings a proposal was advanced to 
establish an international development corporation which would 
be able to finance at lower (perhaps only nominal) rates of in- 
terest projects which would not qualify for the Bank’s loans. 
There may be other proposals of a similar type. Two questions, 
however, must be answered when dealing with these proposals. 
One is, who would provide the capital for the proposed institu- 
tions which is required for carrying out all the projects, and, 
two, would these agencies if they were created grant loans for 
sound and productive purposes, the kind of loans which the 
Bank is supposed to make, or would the loans represent dis- 
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guised grants? The kind of operation which consists of dis. 
guised grants clearly is not and was not intended to be within 
the province of the Bank. The Bank is supposed to take a risk, 
a calculated risk, which private investors are not willing to take, 
But it is not supposed to make loans, the repayment of which 
would be dubious from the very beginning. 

The question of economic development has been steadily 
gaining importance and has become the center of world-wide 
discussion. Such discussion may be expected to contribute to the 
clarification and better understanding of the most important 
problems and issues involved in what is called economic devel- 
opment of the underdeveloped areas. A strong stimulus was 
given to further activity in this field by President Truman's 
inaugural address in January 1949, in which he emphasized the 
so-called “Point Four” proposal for vastly increased technical 
assistance to underdeveloped countries to help in removing vari- 
ous obstacles to economic development of general character. In 
addition to a thorough work being done by various United 
States agencies, several committees of the United Nations have 
studied the problem of technical assistance, and specialized agen- 
cies of the United Nations, such as the Food and Agriculture 
Organization, International Labour Organisation, and World 
Health Organization, have prepared detailed programs for the 
next two years, including projects to be carried out by them in 
various countries. Such projects consist in promoting education, 
helping agriculture, and improving health conditions and in- 
clude studies for major projects, etc.? To implement the technical 
assistance to underdeveloped countries, the Economic and Social 
Council has proposed to establish two special committees: (a) the 
Technical Assistance Board (TAB), composed of the executive 
heads of the United Nations and those of its specialized agencies 
which participate in the program, to review the specific programs 

9 The United Nations estimates the cost of technical assistance through it and 
various specialized agencies at $35.8 million in the first, and at $50.7 million in 
the second year of operation. The United States Government has proposed to 


spend in the next year $35 million for technical assistance to underdeveloped 
countries. 
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and to make recommendations to the Economic and Social Coun- 
cil, and (b) the Technical Assistance Committee of the Council 
(TAC), consisting of the members of the Council, to integrate 


the over-all policy. 


This proposal was approved by the General Assembly in ‘ 


October 1949. As a consequence of its special status and financial 
independence, the Bank will not be represented directly on the 
TAB but will of course be in close contact with its work. The 
same applies to the IMF. 

In the first months following President Truman’s inaugural 
address it was expected and hoped in various countries and by 
various people that the United States, in addition to financing 
a substantial part of the technical assistance program, might also 
provide at least part of the funds required for the financing of 
development projects. The United States official attitude to the 
problem of financing development was expressed by Secretary of 
the Treasury, John Snyder, in the House Hearings in August 
1949 on Export-Import Bank loan guarantee authority. Secretary 
Snyder said: 


The development of underdeveloped areas can be sound and lasting 
only if these areas use their own resources to the fullest advantage. On 
the financial side, outside capital can help to speed the process, but it 
cannot assume the major role in financing the program. Most of the 
capital for development must be provided from local sources by the 
foreign countries themselves. This is true even in underdeveloped 
countries not only because the larger part of the cost of any develop- 
ment program is for the purchase of local materials and the wages of 
labor, but also because capital obtained by borrowing abroad may re- 
sult in unduly heavy demands on the foreign exchange resources of 
the debtor countries. 

It is the policy of this Government that foreign investment for de- 
sirable purposes should be undertaken through private channels in 
so far as possible. This policy has particular merit in connection with 
economic development because investment by private enterprise car- 
ries some of its own technical assistance in the form of industrial 
know-how. This is notably true in the manufacturing, and in the ex- 
tractive and service fields of endeavor with private enterprise also 
having an important place in many public utility developments. Other 
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fields, such as highway construction, irrigation and conservation pro- 
jects, on the other hand, are predominantly public rather than private, 
In some instances public investments in these fields are desirable to 
facilitate private investments in the other fields. These facilitating in. 
vestments in the public sphere are of the type normally expected to be 
financed through the public sale of local government obligations or 
through such institutions as the International Bank for Reconstruction 
and Development and the Export-Import Bank.!° 


In conformity with this policy, the United States Government 
introduced a bill by nature of which the Export-Import Bank 
would be entitled “to guarantee U.S. private capital invested in 
productive enterprises abroad which contribute to economic de- 
velopment in foreign countries against risk peculiar to such 
investments.” The objective of this Act is to further the promo- 
tion of development in economically underdeveloped areas of 
the world by encouraging productive investment in such areas, 
Congress has not acted on the bill as yet, so that at present its 
fate is not certain. Furthermore, it is not yet known what the 
full implications of the Point Four program and the precise 
method of its implementation will be. The basic objectives of 
the Bank in this field are the same as of Point Four. Any tech- 
nical assistance given to underdeveloped countries and any in- 
vestment for productive purposes would strengthen the Bank 
in carrying out its development responsibilities. Moreover, the 
role of the Bank and its functions may also be made more clear 
as a result of a thorough examination—already under way or 
contemplated—of the various aspects of economic development. 


3. The Future Role 


One of the Bank’s purposes is to promote private foreign in- 
vestment. The Bank therefore is interested in any improvement 
in the present situation which does not appear too favorable to 
private foreign investment. The United States Government has a 
similar concern and is trying to remove various obstacles to 


10 U.S. Congress, Hearings before the Committee on Banking and Currency, 
House of Representatives, Eighty-first Congress, First Session, H.R. 5594, p. 2. 
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private foreign investment by arranging bilateral treaties and by 
encouraging international agreements such as the International 
Trade Organization Charter. It is uncertain whether, in what 
countries or to what extent, private investment will be revived. 
There is more hope of direct private investment in the form of 
establishing plants in various countries than of private investors 
buying obligations of foreign countries if not guaranteed by an 
international institution or, for instance in the United States, by 
the United States Government. However, should the climate 
change and private investment be revived to the extent of the 
‘twenties—it would be too much to expect that it will take the 
form of the period before the first world war—then the role of the 
Bank might be reduced and altered. On the other hand, if no 
progress proves possible in the field of private investment and if 
the international flow of capital should be limited more and more 
to direct inter-governmental transactions, the role of the Bank 
would also be reduced. Furthermore, the functioning of the Bank 
as an international agency requires that the Bank successively be 
able to obtain funds from members other than the United States, 
at least to the extent of using a substantial part of the 18 per cent 
of the subscribed capital. 

As the situation looks at present, developments in the near 
future are unlikely to reach either of these extremes, that is to 
say: only private investment or only inter-governmental transac- 
tions. There will be continuous need for an international in- 
stitution to give direct assistance where projects, although sound, 
do not appear attractive to private investors; where governments 
prefer to deal with an international institution; where more is 
involved than merely the erection of new factories or provision of 
agricultural machinery; where continuous cooperation and ad- 
vice on various aspects of the government policy is considered 
necessary. Until now the Bank has established creditor-debtor 
relations with twelve members, and the number will probably in- 
crease in the not too distant future. This kind of work is bound 
to create a special international forum for exchange of experience 
in international lending, in development, and in constructive 
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cooperation. The Bank is still sailing in uncharted waters, Jt, 
function is expanding in a constructive way, but the work ahead 
is still difficult, requiring a flexible policy, foresight and per. 
sistence. The events of the last three years of the Bank’s history 
have also proved that the Bank is not yet in a position to engage 
in some of the more ambitious schemes which were proposed 
from several sides, such for instance as anticyclical lending 
policy’ or the financing of buffer stocks. 

Finally a hypothetical question may be asked. Assuming that 
the Bank really had been able to raise funds and to lend to the 
full amount of the United States capital subscription (say around 
$3 billion), would this amount provided in loans have been able 
substantially to change the postwar economic development— 
added to the approximate $25 billion which the United States 
Government has spent on grants and loans since the end of the 
war? One must realize that the whole amount is less than half 
what the United States spent in 1948 on foreign financial as 
sistance. Or to put the question directly: Would additional loans 
of $2.5 billion have been able substantially to promote multilateral 
trade, to speed up convertibility of currencies, to increase greatly 
the production of food, to advance the development of the re- 
tarded areas? The answer can hardly be in the affirmative. Yet if 
the Bank had done so in its three years of existence, it would now 
have been greatly limited in its operations, especially in lending 
dollars. It could most probably lend only the amounts equal to 
the repayment on the outstanding loans, and whatever it might 


11 See, for instance, the following extract from the Bank’s answer to the United 
Nations Secretariat's inquiry concerning national and international action to 
achieve or maintain full employment: 

“The Bank’s resources are plainly too limited for it to be considered a lend- 
ing influence quantitatively in the anticyclical timing of international and do- 
mestic investment. However the Bank does attempt by qualitative selection of 
investment projects to avoid the financing of mutually conflicting programs which 
would aggravate cyclical movements. 

“Tt should be pointed out . . . that the Bank’s primary function is to provide for 
a smooth and continuous flow of international investment in order to promote 
the reconstruction and development of its members. In the nature of things, there- 
fore, it cannot conserve its resources simply in order to release more funds in 
times of incipient depression.”” United Nations Document, General Assembly, 
3 Oct. 1949, A/C.2/168. 
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be possible to obtain from the 18 per cent of the paid-in capital 
of members other than the United States. And so on the eve of 
an extremely important period in the world economic develop- 
ment, the Bank would have been left with meager resources, 
having lent most of its dollar funds at a time when the world 
economic situation was generally unsettled and obscure, and 
when it was extremely difficult to foresee economic trends, the 

of future world economy, the emerging world trade pattern 
or the really strategic and basic needs. 

It is evident that the future role of the Bank and the scope of 
its operations will depend first on the over-all political and 
economic situation in the world, and second on the general trend 
in international investments, both in volume and type, and also 
in geographical distribution. The function and position of the 
Bank cannot be separated either from the broader problem of 
international investment and flow of capital in general, or from 
the prevailing trends in world economics and politics. 
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THE INTERNATIONAL MONETARY FUND 
1944-1949: A REVIEW 


RaymMonp F. MIKEsELL 


Professor of Economics, University of Virginia 
INTRODUCTION 


Ir will be the purpose of this article to evaluate the contribution 
of the International Monetary Fund since its inauguration in 
March 1946 to the solution of the world’s economic problems. That 
the Fund has made a significant contribution few students of 
international affairs would deny. But it is equally clear that the 
hopes and promises of its founders at the Bretton Woods Con- 
ference in July 1944 have by no means been fully realized. The 
Fund has had to operate in an international economic and polit- 
ical environment perhaps less favorable to the realization of its 
fundamental aims than even the most pessimistic of our wartime 
economists and statesmen had anticipated. This fact, however, 
has not invalidated its purposes nor rendered them incapable of 
achievement. We must therefore evaluate the contribution of the 
Fund to the solution of the problems presented by the world in 
which it has had to operate, and not simply in terms of its failure 
to realize certain objectives which can only be attained in a more 
stable and balanced world economy. 


In this review of the Fund’s policies and operations no at- 
tempt will be made to provide a systematic analysis of the Articles 
of Agreement as drafted at the Bretton Woods Conference. Ade- 
quate discussions of the Articles of Agreement are to be found 
elsewhere,’ and space does not permit a repetition of this ma- 


1 For an analysis of the Fund Agreement see George N. Halm, International 
Monetary Cooperation (University of North Carolina Press, Chapel Hill, 1945); 
see also E. A. Goldenweiser and Alice Bourneuf, “Bretton Woods Agreements,” 
Federal Reserve Bulletin, v. 30, pp. 850-870, September 1944; also Alvin H. 
Hansen, America’s Role in the World Economy, N w York, W. W. Norton and 
Company, 1945. 
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terial. The purposes of the Fund as stated in the Articles of 
Agreement may be summarized as follows:? 


1. To provide machinery for consultation and collaboration on 
international monetary problems and to facilitate the expansion 
and balanced growth of international trade. 

2. To promote exchange stability, to maintain orderly exchange 
arrangements and to avoid competitive exchange depreciation. 

3. To eliminate foreign exchange restrictions on current inter- 
national transactions and to assist in the establishment of a system 
of multilateral payments. 

4. To make available short term financial assistance to mem- 
bers in order to enable them to correct temporary maladjustments 
in their balance of payments without resorting to restrictive 


measures. 


In order to carry out the above purposes members of the Fund 
are required to subscribe resources to the Fund in the form of 
gold and their own currencies in amounts equal to their indi- 
vidual quotas. Each member is required to subscribe in gold 25 
per cent of its quota or 10 per cent of its net official holdings of 
gold and United States dollars, whichever is smaller, and the 
remainder in its own currency. The quotas also determine the 
normal limits of the financial assistance which each member may 
obtain from the Fund. The Fund renders financial assistance to 
its members by selling them the foreign exchange which they 
need in exchange for their own currencies. Except under special 
conditions members may not purchase foreign exchange from 
the Fund in amounts which exceed 25 per cent of their quotas in 
any twelve-month period and the Fund is not permitted to ac- 
quire local currency from a member in amounts which would 
make its total holdings of that currency, including the original 
subscription, exceed 200 per cent of that member’s quota. 

In addition to the rights and duties with respect to the Fund’s 

2 The text of the Articles of Agreement of the International Monetary Fund 
have been published by the United States Treasury Department, the United States 


Department of State and the International Monetary Fund, as well as by the 
governments of most of the member countries. 


| 
| 


aan 


SS 


<a PS apenas pea a 











830 


resources each member agrees to certain provisions of the Articles 
of Agreement with regard to its. exchange rates and exc 
practices. Members must reach an agreement with the Fund as to 
the initial par value of their currency and they agree not to change 
this par value except for the purpose of correcting a fundamental 
disequilibrium in their balance of payments and under condj- 
tions laid down in the Fund Agreement. Members are permitted 
to change their par values up to 10 per cent after consultation 
with the Fund, but further changes may be made only with the 
express permission of the Fund. 

Members also agree not to impose exchange restrictions which 
interfere with current international transactions’ and not to em- 
ploy discriminatory arrangements or multiple currency practices, 
except as authorized under the Fund Agreement or approved by 
the Fund. During the postwar transitional period members may 
under certain conditions retain or adapt to changing circum. 
stances the restrictions which were in force at the time the Fund 
began operations. 

Many of the above provisions will be discussed in detail as we 
proceed with our analysis of developments since the Bretton 
Woods Conference. But before discussing the actual operations of 
the Fund we will turn our attention to the postwar environment 
in which the Fund has had to work as compared with the kind 
of world which was preconceived by its authors as the one which 
the Fund would actually serve. 


Tue Funp AND THE Postwar WorLp 


It is frequently said that generals tend to plan for the cam- 
paigns already fought. This lag is perhaps even more evident in 
our economic and social planning. To a considerable degree the 
International Monetary Fund was designed to meet international 
financial problems analagous to those of the interwar period. 

3 Payments for current transactions include all payments due in connection 
with merchandise trade and services such as shipping, insurance, services to tour- 


ists, interest and dividends, amortization of loans and depreciation of direct in- 
vestments, and moderate remittances for family living expenses. (Article XIX.) 
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The period following World War I was characterized by rapidly 
fluctuating exchange rates and most belligerents were unable to 
achieve exchange stability until the latter part of the 1920’s. A 
brief period of exchange stability was followed by a breakdown 
of the existing pattern of rates and a return to exchange rate in- 
stability following the 1929 depression. In spite of several efforts 
to achieve stability through international cooperation during the 
1930's, fluctuating rates continued to be the rule for a number 
of countries not employing exchange controls until the outbreak 
of war in 1939. It is not surprising therefore that the major em- 
phasis of the postwar financial planners, at least in the United 
States, was on the achievement of exchange rate stabilization. 


A study of the minutes of the numerous conferences and of 
the preliminary drafts of the Fund Agreement prior to the 
Bretton Woods Conference reveals this primary concern with the 
problem of exchange rate stability. The early United States Treas- 
ury drafts bore the title of “United and Associated Nations 
Stabilization Fund.”* The original American proposal (unpub- 
lished) provided that the par values of member currencies could 
not be changed except with the approval of four-fifths of the 
member votes. The required majority was later changed to three- 
fourths of the member votes in the first published version of the 
proposal. This provision, had it been adopted in the final version, 
would have assured the United States a veto over all changes in 
the par values of members of the Fund. In contrast with the 
American plan the British Clearing Union proposal’ permitted 
considerably more flexibility with regard to exchange rates and 
provided for automatic permission to adjust exchange rates in 
the case of countries experiencing balance of payments deficits. 





4 The first published draft of the American plan entitled Preliminary Draft 
Outline of a Proposal for a United and Associated Nations Stabilization Fund, was 
released to the public in April 1943. Earlier drafts of the proposal as developed in 
the Treasury Department date from January 1942. See Proceedings and Docu- 
ments of United Nations Monetary and Financial Conference (Department of 
State, Washington, D.C., 1948), Vol. Il, Appendix IV. 

5 Proposals for an International Clearing Union (New York: British Informa- 
tion Services, April 8, 1943); also reprinted in Proceedings and Documents of the 
United Nations Monetary and Financial Conference, Vol. 11, Appendix IV. 
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Moreover the Governing Board of the Clearing Union was given 
specific authority to require a member with a substantial debit 
balance with the Clearing Union to alter its rate. It soon became 
apparent in the meetings between the technical representatives 
of the United States and those of the United Kingdom and other 
European countries that the rigid rules covering exchange rates 
contained in the American draft were completely unacceptable 
to other countries. Many British economists firmly believed that 
the fixed parity of the pound sterling in 1925-1931 was largely 
responsible for the high level of British unemployment during 
this period.© They undoubtedly remembered the instances when 
the United States Treasury during the years following 1934 
threatened a further devaluation of the dollar when the pound 
sterling was permitted to fall.’ 

The emphasis given to exchange rate stability in the develop. 
ment of the Fund Agreement resulted in a somewhat negative 
approach to the exchange rate problem.* The tendency in the 
postwar period for countries to control their international trans- 
actions by a variety of devices has led some countries to retain 
existing par values long after they have ceased to be appropriate. 
Unlike the period following World War I exchange rates are 
for the most part not determined in free markets. Nor has com- 
petitive exchange depreciation proved to be a disturbing factor 
in trade as it was thought to have been during the 1930’s.? There 

6It was generally believed that the pound sterling was overvalued by about 
10 per cent during the period 1925-1931. This belief undoubtedly influenced the 


final decision to permit a 10 per cent unilateral adjustment of exchange rates con- 
tained in the Fund Agreement. 


7 See Arthur I. Bloomfield, “Operation of the American Exchange Stabilization 
Fund,” The Review of Economic Statistics, Vol. XXVI, No. 2, May 1944, p. 77. 


8 The view of the United States technicians that the American Congress would 
never surrender to an international authority the power to alter the gold content 
of the dollar was also a factor in limiting the power of the Fund to the preven- 
tion of changes in the par values of the currencies of its members. However, this 
obstacle could have been overcome in part by giving the Fund power to require 
countries which were in debt to the Fund to devalue. 


9 In the opinion of the author competitive exchange depreciation was not nearly 
so serious a problem during the 1930's as it is generally considered to have been. 
The principal harm to trade came from the use of discriminating rate practices, 
e.g., the German aski mark system, and the development of bilateralism which 
was in turn a symptom of fundamental international maladjustments. 
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is in fact the possibility that the world would have been further 
along the road to equilibrium had exchange rate flexibility in- 
stead of rigidity been permitted immediately following World 
War II. This is however a debatable point which we will ex- 
amine later on. The real problem of today is one of establish- 
ing a pattern of exchange rates which will maximize trade and 
contribute to the restoration of world equilibrium. This requires 
an essentially positive approach to exchange rate determination on 
the part of the Fund. 

Other important provisions of the Fund Agreement reveal pre- 
conceptions which have not been realized in the postwar period 
and indeed may never be realized.’® Foremost among these is 
the implied principle of the automatic drawing of foreign ex- 
change from, and repayment to, the Fund, as determined by the 
development of deficits and surpluses in the balance of payments 
of members.'! This principle was derived from the assumption 
of a world economy in which balances of payments are not 
planned or controlled by economic authorities but are the result 
of the uncoordinated decisions of thousands of enterprises buy- 
ing and selling commodities and services in competitive inter- 
national markets. Consistent with this principle is the assumption 
that there are automatic forces which tend to restore equilibrium 
once it is disturbed. It follows however that in a world in which 
governments control a substantial portion of the internal and 
external trade and production of their economies, balance of 
payments disequilibrium, and hence borrowing from the Fund, 
may lose much of its unplanned or fortuitous character. It is 
equally true that economic authorities may prevent the opera- 
tion of those forces tending to correct any disequilibrium in the 


10 See R. F. Mikesell, “The Role of the International Monetary Agreements in 
a World of Planned Economies,” Journal of Political Economy, Vol. LV, No. 6, 
PF 497-512. 

11 Although certain controls over the use of its resources are reserved to the 
Fund, they are essentially negative in character. For example, the Fund may deny 
automatic access to the use of its resources if in the opinion of the Fund, such 
resources would not be used in accordance with the purposes of the Fund. 
(Article V.) 
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balance of payments through the use of co:npensatory monetary, 
fiscal and other economic controls.’? 

The existence of a fundamental or '_ng-term disequilibrium 
in the balances of payments of most of the members of the Fund 
have made it undesirable for the Fund to grant automatic access 
to its resources during the immediate postwar period. Moreover 
it is quite possible that the developments of the postwar period 
will require a permanent abandonment of the principle of auto- 
matic borrowing and repayment in the management of the 
Fund’s resources. These developments may be summarized as 
follows: 


(a) The growth of economic planning and state ownership 
and control over internal and external trade and production has 
in the case of many countries transferred the decisions of what 
and how much to export and to import from private to govern- 


. mental hands. 


(b) The almost universal adoption by governments of full 
employment programs involving compensatory fiscal and mon- 
etary policies means that trade deficits are not permitted to have 
their normal deflationary effect on prices and incomes. This is 
especially likely to be true when these programs are accompanied 
by price and wage rigidities. The result is that those forces which 
in the absence of compensatory measures would tend to correct 
disequilibrium in the balance of payments of a country simply 
fail to operate and nations are obliged to apply direct trade 
controls. 

(c) Many nations have embarked on reconstruction and devel- 
opment projects which require capital in amounts far in excess 
of voluntary savings. The result is a heavy demand for imports 
for both consumption and capital investment purposes and a 
diversion of resources from the export industries. To a large de- 
gree the world is experiencing what might be called the “socis!- 
ization of investment,” i.e., transfer of control over investment 


equilibrium and the Postwar World,” American Economic Review, June 1949, 
pp. 618-645. 
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from private to governmental hands. Whereas private invest- 
ment frequently erred on the side of underinvestment, govern- 
mental investment is likely to err on the side of dverinvestment. 


The outcome of the above developments is that the Fund can- 
not accept the existence of a deficit in a member’s current balance 
of payments as a sufficient justification for financial aid. Still less 
can the Fund depend on a repayment mechanism which is geared 
to the development of a balance of payments surplus when those 
automatic forces which tend to reverse the balance are not per- 
mitted to operate. The Fund is therefore faced with the necessity 
of developing new criteria for its exchange operations, a discus- 
sion of which will be reserved for a later chapter. 


We will now turn briefly to the development of the exchange 
control provisions in the Fund Agreement. It is evident from a 
study of the developrhent of the Fund Agreement that its au- 
thors did not visualize a postwar world in which exchange con- 
trols would be employed by the vast majority of countries over a 
period of many years. The first published draft of the American 
proposal for an International Stabilization Fund provided that 
members should remove their exchange controls (except on cap- 
ital movements), as soon as they decided that conditions per- 
mitted and not to impose any new restrictions on current trans- 
actions except with the approval of the Fund. The Fund was 
also given the power to make recommendations to members that 
conditions were favorable for the removal of such restrictions, 
but it was not until the formulation of the Joint Statement by 
American and British experts just prior to the Bretton Woods 
Conference, that more detailed consideration was given to this 
problem.'> The Joint Statement recognized the necessity of mem- 
bers to employ exchange restrictions during the postwar transi- 
tion period, and made specific provision for their gradual aban- 
donment under the supervision of the Fund. 


13 Joint Statement of Experts on the Establishment of an International Monetary 
Fund of the United and Associated Nations, April 21, 1944 (U.S. Treasury De- 
partment: Washington, D.C.); see also Proceedings and Documents of the United 
Nations Monetary and Financial Conference, Vol. Il, Appendix IV. 
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The scarce currency provisions of the Fund Agreement (Ar. 
ticle VII) reveal certain doubts on the part of its authors, as to 
the prospects for world equilibrium in the postwar period. These 
provisions deal with the contingency in which an important 
currency such as the dollar should become generally scarce both 
in the Fund and among its members. Under these conditions the 
Fund is directed to ration dollars among those countries desir- 
ing to draw them from the Fund and to permit a general dis- 
crimination against the dollar on the part of those countries which 
are short of them. Unfortunately the concept of a dollar shortage 
is ill-defined and there are some economists who deny its validity 
as a meaningful concept.’* Leaving aside the question of its 
theoretical significance, the inclusion of the scarce currency pro- 
vision was largely prompted by the fear of a postwar depression 
in the United States, which would so reduce American imports 
as to make it impossible for other countries to permit the free 
sale of dollars to their citizens except at the cost of severe do- 
mestic deflation and unemployment. The idea of a more or less 
chronic dollar shortage in the face of continued American pros- 
perity in the postwar period appears not to have been regarded 
as a likely possibility by most European economists and states- 
men.” 

An underlying assumption of the authors of the Fund Agree- 
ment was that the fundamental conditions for world equilibrium 
would be present within a relatively short period after close of 
hostilities. Undoubtedly views differed as to the extent of the 
postwar maladjustments and the time required to resolve them. 
But few people in responsible positions in the United States and 
elsewhere anticipated that in the four years after V-E Day the 


14 For an excellent discussion of this question see Howard S. Ellis, “The Dollar 
Shortage in Theory and in Fact,’ Canadian Journal of Economics and Political 
Science, August 1948, pp. 358-372. 

15 For example, the late Lord Keynes, writing in the spring of 1946, reached 
the following conclusion: “Putting one thing together with another, and after 
pondering all these figures, may not the reader feel himself justified in concluding 
that the chances of the dollar becoming dangerously scarce in the course of the 
next five to ten years are not very high?” “The Balance of Payments of the 
United States,” Economic Journal, June 1946, p. 185. 





Uni 
fina 
bill: 
ach: 
beet 
tion 
leve 
fast 
a la 
cou 
nee 
that 


trie 


wa} 
exc 


doll 


tha 
of | 
me! 
Fu 


cur 


of | 
fluc 
(1) 
we 
the 
a le 
me 
yea 





(Ar- 
as to 
These 


rtant 
both 
} the 
esir- 
dis- 
hich 
lage 
dity 
its 
TO 
ion 


ree 
do- 
ess 
0s- 


=A 


ef WS = bee 





837 


United States Government would find it necessary to provide 
financial aid to the rest of the world amounting to nearly $30 
billion and that so little progress would have been made toward 
achieving world equilibrium conditions. It is not that there has 
been no progress in terms of the recovery of physcial produc- 
tion. Many European countries have exceeded prewar production 
levels and the rate of advance in this respect has in general been 
faster than in the period following World War I.'° Yet there is 
a large gap between the foreign exchange receipts of these same 
countries and the value of the commodities and services they 
need to buy to achieve prewar living standards. Even assuming 
that the European Recovery Plan succeeds in making the coun- 
tries of Western Europe independent of further American aid 
by 1952, Europe and the rest of the world may still be a long 
way from equilibrium in the sense that countries can abandon 
exchange controls and discrir:.natory restrictions against the 


dollar. 

At the time of the Bretton Woods Conference it was expected 
that general currency convertibility would be delayed for a period 
of three to five years after the war, following which the funda- 
mental conditions for world equilibrium would be restored. The 
Fund was admittedly not equipped to restore convertibility of 
currencies in a world in which most countries were experiencing 
a wide disparity between the demand for imports and receipts 
of foreign exchange. The Fund was equipped to handle normal 
fluctuations in the balance of payments of its members provided 
(r) that the deficits were not too large; (2) that immediate steps 
were taken on the part of deficit countries to restore or reverse 
their balance of payments positions; and (3) that the deficits of 
a large number of countries were not concentrated on one or two 
members of the Fund. At the present time and possibly for some 
years to come, the deficits of most members are not likely to con- 
form to these basic conditions. 


16 Economic Situation and Prospects of Europe, 1948, prepared by the United 
Nations Economic Commission for Europe. United States Government Printing 


Office, Washington 16, D.C. 
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The fault does not lie in the fact that the assets of the 
Fund are inadequate for the task which the Fund was de 
signed to perform. It is entirely possible that the Fund could 
have operated successfully in the latter half of the 1920's and 
perhaps also during the years from 1934 through 1938, par. 
ticularly if the large capital flights to the United States had been 
prevented. But the Fund was not designed to operate success. 
fully (in the sense of realizing its objectives) in a world char. 
acterized by deepseated and widespread disequilibria. It has 
been argued that Keynes’ International Clearing Union could 
have handled the job in the postwar period since it provided for 
almost unlimited drawing rights against creditor countries," 
But this argument in a sense begs the question since making 
available unlimited amounts of dollar credits is scarcely a solu. 
tion to the problem of balance of payments disequilibrium. It is 
not the function of a stabiliz:‘ion fund to absorb unlimited 
amounts of deficits, but rather to tide countries over short 
periods of disequilibrium. The disequilibrium which the world 
is experiencing today is not of the short-term variety. Countries 
require long-term loans and grants to restore and expand their 
productive capacities so that they will again become capable of 
achieving equilibrium in their current international accounts at 
a high level of real income. The provision of this type of finan- 
cial aid is the function of organizations such as the Economic 
Cooperation Administration and the International Bank. 

Before concluding this discussion of the development of the 
basic principles of the Fund we will turn briefly to the prob- 
lem of the relationship between the exchange policies of the 
Fund Agreement and other aspects of commercial policy such 
as import quotas, import licensing and tariffs. It is generally 
recognized that nations can realize the same trade and foreign 
exchange objectives with a variety of techniques. If the Fund 


17 One consequence of the operation of Keynes’ Clearing Union is likely to 
have been violent inflation in the United States. With an almost unlimited supply 
of dollar credits in the hands of foreigners, equilibrium could probably be re- 
stored but only after living standards in the United States had been reduced to 
those of the rest of the world. 
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prohibits the use of exchange restrictions much the same results 
can be realized through a comprehensive system of import 
licensing or excise taxes on imported commodities. If the Fund 
prohibits the use of multiple exchange rates it is possible to 
achieve the same re::.'t through a system of taxes or taxes on 
import licenses. The taxes can discriminate between commodities 
or sources of supply or both. This interrelation among all aspects 
of commercial policy was well recognized by the authors of the 
Fund Agreement. One of the early unpublished drafts of the 
Monetary Fund proposal embodied provisions requiring mem- 
bers to embark upon a program of gradual reduction of existing 
trade barriers such as import duties, import quotas, administra- 
tive devices and export subsidies.’* In fact this original proposal 
contained the framework for much of what is now embodied 
in the proposal for an International Trade Organization (ITO). 

There are certainly many advantages to be obtained from an 
organization which combined the functions of both the Monetary 
Fund and the ITO. Obviously the success of both organizations 
will depend upon their close cooperation and a common organ- 
ization would have greatly simplified the problems of adminis- 
tration, and coordination of policies. The decision was made to 
limit the activities of the Fund to exchange matters for two rea- 
sons. First the writing of a trade charter would have involved long 
negotiations and would have postponed the establishment of the 
Fund. As events have turned out, it does not appear to the author 
that a great deal would have been lost by such a postponement. 
The view prevailing among some American technicians that it 
was highly desirable to have the Fund in operation soon after 
the close of hostilities can scarcely be justified since the imme- 
diate problems facing the world were not those which the Fund 
was especially well equipped to meet. A second and perhaps 
more defensible reason for restricting the scope of the Fund to 


18 The proposals for both a stabilization fund and an international bank were 
prepared by Dr. Harry D. White in the Treasury Department in the spring of 
1942. The proposal for an international bank included provisions for an interna- 
tional commodity stabilization corporation and a corporation for the international 
development of essential raw materials. 
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exchange matters was that the inclusion of the functions of ap 
international trade organization in a financial institution would 
have impaired its efficiency. It was believed that the operation of 
a stabilization fund called for specialized technical functions and 
personnel and that a directing board an staff capable of per. 
forming the additional functions of a trade organization would 
have proved to be unwieldy. This same argument was used 
against combining the functions of the International Bank and 
the Monetary Fund in one institution. Undoubtedly decentral- 
ization has its advantages provided the necessary coordination of 
functions can be achieved.'® 

Although the terms of reference of the Bretton Woods Con- 
ference had been limited by the invitation to the Conference 
signed by President Roosevelt, and its agenda largely agreed at a 
preliminary meeting in Atlantic City in June 1944 attended by 
the representatives of sixteen of the forty-four countries invited 
to attend the Bretton Woods Conference, some effort was made 
on the part of certain representatives to expand the work of the 
Conference to include questions of general economic policy.” 
One consequence of these efforts was the approval of a resolution 
recommending to the participating governments that 


. in addition to implementing the specific monetary and fina. cial 
measures which were the subject of this Conference, they seek, with 
a view to creating in the field of international economic relations 
conditions necessary for the attainment of the purposes of the Fund 
and of the broader primary objectives of economic policy, to reach 
agreement as soon as possible on ways and means whereby they may 
best: 

(1) reduce obstacles to international trade and in other ways pro- 
mote mutually advantageous international commercial relations; 

(2) bring about the orderly marketing of staple commodities at 
prices fair to the producer and consumer alike; 


19 The Havana Charter for an International Trade Organization provides for 
full consultation with the Monetary Fund on questions of mutual interest to both 
organizations. 

20 The Australian representatives introduced a resolution whereby all members 
of the Fund would agree to maintain full employment. Proceedings and Docu- 
ments, United Nations Monetary and Financial Conference, Vol. I, p. 279. 
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(3) deal with the special problems of international concern which 


will arise from the cessation of production for war purposes; and 


(4) facilitate by cooperative effort the harmonization of national 
policies of Member States designed to promote and maintain high 
levels of employment and progressively rising standards of living. 


This resolution anticipated the principle provisions of the ITO 
Charter and clearly indicates that the authors of the Fund Agree- 
ment realized that international action was necessary in other 
fields if the purposes of the Fund were to be achieved. 


Tue INAUGURATION OF THE FunD 


The Fund Agreement provides that before the Fund could 
come into being countries representing 65 per cent of the quotas 
established in Schedule A of the Agreement had to become 
members before December 31, 1945. Few governments were will- 
ing to consider seriously the necessary legislation until the passage 
of the Bretton Woods Act by the United States Congress in July 
1945, and many countries, especially those having close economic 
ties with Britain, delayed adopting the required legislation until 
ratification by the British Parliament in December 1945. There 
was considerable opposition to membership in the Fund in the 
United Kingdom on two grounds. First it was generally believed 
that Britain would be unable to assume the obligations of con- 
vertibility provided in the Fund Agreement for many years to 
come, even after allowance for the postwar transition arrange- 
ments contained in the Fund’s Charter. Only after reasonable 
assurance that the United States would make available to 
Britain a large loan, considerably larger than the entire Amer- 
ican subscription to the Fund, was the British Parliament will- 
ing to ratify the Bretton Woods Agreements. British ac- 
ceptance therefore depended in large measure on the out- 
come of the negotiations on the Anglo-American Finan- 
cial Agreement providing for a $3% billion loan from the 
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United States, which were carried on in the autumn of 1945.7! 
There was also a minority group in Britain which disapproved 
of the principles of both the Fund and the Anglo-American 
Financial Agreement. This group took the view that British in- 
terests would best be served by maintaining restrictions on the 
convertibility of the pound sterling and the organization of 
Britain’s trade along discriminatory lines and through an ex- 
tension of the wartime sterling area. The inability of Britain 
to maintain sterling convertibility under the terms of the Loan 
Agreement has frequently been cited as a vindication of this 
position. The author doubts the validity of this argument how- 
ever. The real issue was whether Britain should work out her 
economic salvation without the cooperation of the United States 
and the members associated with her in the Fund or whether 
she should embark upon a unilateral course of action. Although 
the attempt to restore convertibility of the pound sterling in 
1947 proved to be premature, Britain and the world will gain in 
the long run by cooperation with other countries in the restora- 
tion of multilateral trade. Certainly few could argue that Britain 
has lost through such cooperation more than she has gained in 
the way of financial aid from the Fund and from the Loan 
Agreement. 

The representatives of the thirty-eight governments which had 
by this time signed the Fund Agreement met in March 1946 for 
the inaugural meeting of the Board of Governors of the Fund in 
Savannah, Georgia. By the end of 1948 all but four of the forty- 
four” nations represented at the Bretton Woods Conference had 
joined the Fund—Haiti, Liberia, New Zealand and the U.S.S.R. 
—while seven countries not represented at the 1944 conference 
had become members—Austria, Denmark, Finland, Italy, Leb- 
anon, Syria, and Turkey. 


21 Congressional approval of the Anglo-American Financial Agreement did not 
take place until July 1946, but the British Parliament ratified the Fund Agree- 
ment in the expectation that such approval would be forthcoming. There is some 
possibility that Britain might have withdrawn from the Fund had Congress 
failed to approve the Loan Agreement. 

22 Excluding Denmark, which was represented only by the Danish Ambassador 
in his personal capacity. 
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The significant policy issues raised at the Savannah conference 
were for the most part those which were not clearly defined at 
the Bretton Woods Conference. International conferences fre- 
quently seek to resolve opposing views not by a genuine com- 
promise but by adopting language sufficiently vague to permit 
more than one interpretation. Sometimes the issues resolve them- 
selves in the course of the implementation of the policies which 
are determined, but frequently they become a continual source 
of friction. The fundamental issue which was not adequately 
resolved at Bretton Woods and only partially so at the Savannah 
conference had to do with whether the lending activities and other 
day-to-day operations of the Fund were to be largely automatic or 
at least subject to rules the implementation of which could be safely 
left in the hands of the Fund’s managing director and staff, or 
whether such operations must be actively managed and scru- 
tinized by the executive directors of the organization. Since the 
executive directors are not international civil servants indepen- 
dent of national governments, but are responsible to the par- 
ticular member governments whom they represent, the latter 
approach meant that the day-to-day operations of the Fund 
would reflect policy decisions of member governments. It was 
this fundamental issue which provided the basis for the contro- 
versies which developed at the Savannah conference over such 
matters as the duties and salaries of the executive directors and 
their alternates, and the location of the principal office of the 


Fund. 
Article XII Section 3(g) of the Fund Agreement states that: 


... The Executive Directors shall function in continuous session at 
the principal office of the Fund and shall meet as often as the business 


of the Fund may require. 


Although it was agreed that this provision did not mean that 
the executive director or his alternate could not spend a part of 
his time away from the principal office of the Fund while work- 
ing in the interests of the Fund, there was a difference of opinion 
as to “whether Executive Directors and Alternates must devote 
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their full time to the business of the Fund or whether Executive 
Directors and Alternates might be engaged part-time in some 
other occupations and receive remuneration therefrom.” After 
considerable debate the conference reached the following com. 
promise to be inserted in the By-laws of the Fund: 


. . - It shall be the duty of an Executive Director and his Alternate 
to devote all the time and attention to the business of the Fund that 
its interests require, and, between them to be continuously available 
at the principal office of the Fund.?4 


The position taken by the British, Canadian and certain other 
delegations at the conference was that although the executive 
directors should be continuously available for call, they should 
meet only intermittently when some new policy issue had to be 
determined. They would not pass on each application for funds 
submitted by members since within limits drawings from the 
Fund should be more or less automatic so long as appropriate 
standards were complied with. The executive director therefore 
might hold a highly responsible position in his home govern- 
ment along with his position with the Fund. In fact it was 
argued that such a dual role would have great advantages since 
the executive directors would always be closely in touch with 
and participate in the formulation of the financial policies of 
their respective governments. Meetings of the executive directors 
would therefore provide an opportunity for close cooperation 
among member governments in financial matters. 

The conflict between the above position and the position of 
the United States which favored full-time executive directors 
continuously active in the management of the Fund, was re- 
flected in the somewhat acrimonious debate over salaries.”’ If the 





23 “Report of the Committee on Functions and Remunerations.”’ Selected Docu- 
ments—Board of Governors Inaugural Meeting (International Monetary Fund, 
Washington, D.C., April, 1946), p. 31. 

24 “By-laws of the International Monetary Fund,” Selected Documents, p. 12. 


25 Lord Keynes in debating with Dr. Harry D. White (United States Executive 
Director) argued at the Savannah conference that the salaries which the confer- 
ence voted to pay the executive directors and alternates were excessive. The con- 
ference agreed to pay $17,000 per annum to executive directors and $11,500 to 





del 


cutive 
some 


- COMm- 


ernate 
d that 
ailable 


other 
“utive 
10uld 
to be 
‘unds 
1 the 
’riate 
efore 
vern- 
was 
since 
with 
s of 
tors 
tion 


1 of 
tors 


itive 
ifer- 


) to 








845 


position of executive director was not to be full-time but was to 
be undertaken by individuals holding important positions with 
their home governments, it was not necessary to pay high salaries 
in order to attract outstanding people. Moreover since twelve or 
more executive directors and their alternates were to be ap- 
pointed, the payment of high net salaries on a full-time basis 
would involve a substantial outlay on the part of the Fund which 
could not be justified in terms of the contribution of the Board 
to the operations of the Fund. The position of the United States 
delegation was on the other hand that the executive directors 
and alternates should work full time in the interests of the Fund 
and that it would be impossible to attract men of the highest 
competence in the field unless they were paid salaries comparable 
to those paid by private financial institutions. One cannot help 
but feel, however, that the American case would have been far 
stronger had the number of executive directors been reduced to 
say 5 or 6 instead of the present membership of 14. 

A third important decision before the Savannah conference, 
that of determining the principal office of the Fund, was also 
related to the controversy over the nature of the Fund’s manage- 
ment. Most of the European delegations wanted the Fund to be 
located in New York. (The Bretton Woods Conference deter- 
mined that it should be located in the United States, but most 
Europeans felt that it should be in Europe.) The American 
delegation argued that the Fund was an intergovernmental or- 
ganization and should therefore be located in the diplomatic 
capital rather than in the private financial capital of the United 
States.2° The European delegations led by the British argued on 
the other hand that the day-to-day activities of the Fund should 
be freed so far as possible from Washington political control. 
It was argued that “the Fund as an. international institution 


alternates, both salaries being net of income taxes. Like many other international 
organizations the Fund pays the taxes levied by the governments on the salaries 
of its board and the members of its staff. 

26 Some members of the United States delegation also expressed the fear that if 
the Fund were located in New York it would come under the influence of Wall 
Street. This argument could only be taken as a reflection of a popular American 
prejudice. 
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should not be associated too closely with the capitol of any na 
tion, and the staff and officials should be in an atmosphere cop. 
ducive to allegiance to the Fund.””” This argument had much 
to recommend it, but it was nevertheless a reflection of the desire 
on the part of the European delegations to strengthen the staff 
of the Fund and to further the idea of automaticity in the Fund's 
operations. The American delegation favored a closer relation 
between the management of the Fund and the policies of the 
member governments as represented by their appointed and 
elected executive directors. It was natural therefore that the 
United States should favor the location of the Fund in Wash- 
ington where the closest liaison between the United States rep. 
resentatives on the Fund and the several departments of the 
government concerned with the Fund’s activities could be main- 
tained. Moreover the Bretton Woods Act of 1945 made it quite 
clear that the policies of the United States Executive Director 
advanced in the meetings of the Board were to be closely co- 
ordinated with United States international financial and eco- 
nomic policies generally.”* 

There can be little doubt that the American position for a 
Fund actively managed by its Executive Board has won the 
day.” This would probably have been the case regardless of the 
outcome of the controversies at Bretton Woods and Savannah, 
since the course of events has made the principle of an auto- 
matic Fund largely managed by its managing director and staff 
quite impractical. If we had a more or less balanced world econ- 


27 “Report of the Committee on Site,” Selected Documents, p. 29. 


28 Sec. 4 of the Bretton Woods Act of 1945 provided for the establishment of 
a National Advisory Council on International Monetary and Financial Problems, 
consisting of the Secretaries of the Treasury (chairman), State, and Commerce, 
the Chairman of the Federal Reserve Board and the Chairman of the Board of 
Directors of the Export-Import Bank. (The Economic Cooperation Act of 1948 
provided that the ECA Administrator would also serve on the Council during 
the life of ECA.) One of the principal functions of the Council is to issue policy 
directives to the representatives of the United States on the Fund and the Bank. 
Although not provided for by statute, the United States Executive Director regu- 
larly attends the meetings of the Council. 


29 The validity of this conclusion is especially evidenced by the development 


of the Fund’s policy on lending, a discussion of which is reserved for a later 
section. 
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omy in which the automatic forces for the correction of balance 
of payments disequilibrium were permitted to operate, temporary 
deficits could be financed by the Fund automatically on appli- 
cation of the borrowing member in accordance with general 
policy regulations adopted by the Board and administered by 
the staff. But almost no country is in that position and the world 
economy is far from balanced. Since disequilibrium for most 
countries is not a temporary phenomenon permission to use the 
Fund’s resources in most cases becomes a matter of judgment 
which the governments which have contributed those resources 
are unwilling to turn over to an international secretariat. More- 
over since the United States has contributed the bulk of the 
fungible resources of the Fund, it has insisted that the lending 
policies of the Fund bear some relation to the general foreign 
financial aid program of the United States. As a practical matter 
the activities of the Fund cannot be divorced from national 
economic policies. This is true not only in the case of the lending 
operations of the Fund but also with regard to other activities 
such as the supervision of exchange practices. Recent events 
have shown that the supervision of exchange practices cannot be 
reduced to simple rules since special situations involving the 
welfare of members are continually arising. Each decision carries 
with it policy implications for the future and the Fund’s basic 
policies can only be determined by the representatives of the 
member governments. 

The above conclusion may be disappointing to those who hope 
to see more and more of the decisions on matters affecting eco- 
nomic relations among nations turned over to international civil 
servants which are not subservient to any sovereign state. But 
such decisions involve conflicts of policies and interests of political 
states. Until a larger measure of political sovereignty is sur- 
rendered to international bodies, international policy decisions of 
intergovernmental organizations must be made by the represen- 
tatives of sovereign states. This conclusion is just as true in the 
economic field as it is in the field of politics, since every economic 
decision has its political overtones. 
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EsTABLISHMENT OF THE Par VALUES 


The Articles of Agreement provide that before the Fund may 
begin exchange operations members must agree with the Fund 
on the initial parities of their currencies. To many students this 
represented an important opportunity to establish by some scien. 
tific procedure an appropriate pattern of rates for a group of 
nations responsible for the bulk of the world’s trade. They were 
no doubt disappointed when the Fund on December 18, 1946, 
certified the initial par values of thirty-two of its members on the 
basis of their exchange rates prevailing in October 1946.>° In its 
report on the initial parities*' the Fund took the position that 
while at the present exchange rates there are substantial dis. 
parities in price and wage levels there was little evidence that 
the proposed parities would under prevailing conditions serious. 
ly handicap exports. The report went on to explain that under 
conditions prevailing in 1946, cost and wage disparities do not 
have the same significance as in normal times. Although it prob- 
ably would have been difficult to prove that certain countries with 
overvalued exchange rates could have significantly expanded 
their exports in 1946 and 1947 without damage to their domestic 
recovery programs, there are other important considerations for 
which the external value of a country’s currency is highly sig- 
nificant. For one thing the exchange rate may be an important 
factor in determining the direction of a country’s exports. For 
example there is some evidence that overvaluation of “European 
exchange rates led to a divergence of exports from hard currency 
areas to countries with similarly overvalued currencies.>? Another 
important consideration is the influence of a country’s exchange 
rate on the character of a country’s investment and the alloca- 
tion of resources between production for domestic use and the 





30 Brazil, China, the Dominican Republic, Greece, Poland, Uruguay, and Yugo- 
slavia requested a postponement of the initial parities of their currencies. 


31 Annual Report of the Executive Directors for the Fiscal Year Ended June 
30, 1947, International Monetary Fund: Washington D.C., 1947, Appendix X. 


32 See A Survey of the Economic Situation and Prospects of Europe, United 
Nations Economic Commission for Europe, 1948, p. 89. 
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export market. Unless the allocation of resources is determined 
entirely by governmental decree the profitability of exports rela- 
tive to production for the home market will be an important 
factor in determining the future capacity and character of the 
export industries. 

A second factor in the Fund’s decision to accept the existing 
parities was the fear that devaluation would aggravate inflation- 
ary tendencies in countries which had not yet achieved internal 
stability. Devaluation tends to raise the prices of imported com- 
modities and to that extent may interfere with a program of 
wage and price stabilization. Moreover, until a country has 
achieved a reasonable degree of internal stability, further price 
rises may quickly nullify any initial improvement in the balance 
of payments brought about by devaluation. However, this argu- 
ment should not be carried too far. The maintenance of an over- 
valued currency by means of artificial restrictions on imports is 
similar to a program of price controls and rationing of com- 
modities in the domestic market. Restrictions can be justified in 
an emergency but such interferences with the price system can 
scarcely be tolerated on any significant scale in a free economy 
under normal conditions. Where inflationary conditions exist 
devaluation must be accompanied by vigorous monetary, fiscal 
and other measures designed to control money incomes. Proper 
timing of the various measures in a program of stabilization is 
important and the Fund may have been correct in its view that 
for some members an adjustment of the exchange rate should be 
delayed until a greater measure of internal stability had been 
achieved. 

A final factor which undoubtedly influenced the Fund’s de- 
cision in accepting the initial parities was the fact that many 
members would have resented any dictation on the part of the 
Fund with respect to the parities of their currencies. In most 
countries the par value of the currency is a matter of consider- 
able political importance. Although the Fund clearly had the 
power under the Articles of Agreement to reject parities proposed 
by members, had it exercised this power with respect to any one 
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of the larger countries, the country might have withdrawn from 
the Fund. Most countries are unwilling to yield their sovereignty 
over economic matters which they consider to be of vital im. 
portance. This means that in effect the Fund cannot exercise its 
authority against the determined opposition of its members. The 
Fund’s sanctions, withholding of financial assistance or forcing 
withdrawal from the Fund, are too weak to command compli- 
ance with respect to issues which governments believe to involve 
a serious threat to their national welfare. These limitations must 
be kept clearly in mind in evaluating the operations of the Fund, 


ExcHANGE Rate ADJUSTMENTS 


In accepting the initial parities the Fund indicated that some 
of the parities might later be found to be incompatible with bal- 
ance of payments equilibrium. “When this occurs, the Fund will 
be faced with new problems of adjustment and will have to 
recognize the unusual circumstances under which the initial par 
values were determined. It is just at such times that the Fund 
can be most useful in seeing that necessary exchange adjustments 
are made in an orderly manner and competitive exchange depre- 
ciation is avoided.” 


In the period from December 1946 when the initial parities 
were accepted to September 1949 only two countries, Colombia 
and Mexico, established new parities with the Fund. France has 
undergone a de facto depreciation of its currency, but a new 
parity has not been certified by the Fund.** The fact that so few 
adjustments in exchange rates were made was not due an un- 
willingness on the part of the Fund to agree to proposed changes. 
On the contrary there was increasing evidence that the Fund 
would welcome proposals for devaluation on the part of some 


33 “Statement Concerning Initial Par Values,” Annual Report of the Executive 
Directors for 1947, op. cit., Appendix X. 

34In March 1949 the Fund announced concurrence in a change proposed by 
the Government of France in the par value of the currency of French Somaliland. 
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of its members.?> The Fund did not, however, follow a vigorous 
policy of pushing for exchange adjustments. This was in part a 
reflection of the Fund’s fundamental policy with respect to ex- 
change rates in the transition period. The Fund’s position is that 
“the imbalance of many countries throughout the world today 
is of too fundamental a nature to be corrected merely or even 
mainly by exchange rate adjustments. In countries where the 
primary cause of balance of payments deficits is the present lim- 
ited export capacity, devaluation would not increase foreign ex- 
change receipts, but would merely strengthen domestic infla- 
tionary forces.” 

In the opinion of the author the Fund is correct in stating that 
equilibrium rates are not appropriate for countries which need 
to undergo fundamental adjustments in the structure of their 
economies. This applies particularly to those members of the 
European Recovery Program which can only balance their inter- 
national accounts with large amounts of American aid. Equi- 
librium for countries which need to devote a large portion of 
their current output to reconstruction could only be achieved at 
the cost of very low living standards for the masses and the 
shelving of important investment programs.*” On the other hand 
we may properly question the general applicability of the Fund’s 
criterion for exchange adjustments which is expressed as follows: 
“So long as an exchange rate does not hamper a country’s ex- 
ports, there is little to be said in present world conditions for 
altering it.”** 

Even in the case of countries undergoing fundamental adjust- 
ments in the structure of their economies the existence of sub- 
stantial disparities in costs and prices may bring about an un- 
economical pattern of trade and an improper allocation of 


35 See for example the Annual Report of the Executive Directors for the Fiscal 
Year Ended April 30, 1948 (International Monetary Fund: Washington, D.C., 
1948), p. 23. 

36 Annual Report of the Executive Directors for 1948, op. cit., p. 23. 

37 See R. F. Mikesell, “International Disequilibrium and the Post-War World,” 
American Economic Review, June 1949. 

38 Annual Report of the Executive Directors for 1948, op. cit., p. 23. 
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resources in their investment programs. This may occur even 
though under conditions of a seller’s market for most commod- 
ities the exchange rate does not appear to be hampering the 
volume of exports. But there are a number of Fund members in 
Latin America and in the Eastern Hemisphere as well whose 
exports have not been seriously affected by the war and whose 
balance of payments difficulties can be traced largely to the fact 
that at current exchange rates the demand for imports is too 
large. For such countries the continued maintenance of over- 
valued rates by means of quantitative trade and exchange con- 
trols indicates an adherence to the economic philosophy that gov- 
ernmenta! controls will somehow achieve more socially desirable 
results than the decisions of free enterprise operating through 
the pricing mechanism. While admitting that devaluation to be 
effective must be accompanied by appropriate deflationary meas- 
ures, the indefinite postponement of exchange rate adjustments 
for fear of generating additional inflationary pressures is not a 
valid argument. Devaluation is not in itself a cause of inflation. 
The maintenance of overvalued currencies and the artificial re- 
striction of imports are simply means of temporarily avoiding 
some of the consequences of excessive monetary demand. 

The question arises as to whether nations which refuse to 
take appropriate fiscal and monetary measures to stabilize their 
internal economies should be encouraged to devalue. In the 
opinion of the author the consequences for world trade would 
be far less harmful if such countries were encouraged to adopt 
flexible exchange rate policies. Such a policy would assure a 
continual adjustment of inflated internal price levels to world 
prices and would avoid the entrenchment of governmental con- 
trols in the form of import licensing and multiple rate structures 
which are becoming more and more characteristic of the countries 
of Latin America and elsewhere. 

In its Annual Report for the Fiscal Year Ended April 30, 1949, 
the Fund gave considerable emphasis to the need for the adjust- 
ment in export prices as a means of reducing the Western Hem- 
isphere deficits of Eastern Hemisphere countries. 
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Countries with dollar payments difficulties are faced with the ques- 
tion whether an exchange rate adjustment can help solve their prob- 
lem. The immediate purpose of an exchange adjustment is to increase 
substantially the foreign exchange receipts and particularly the dollar 
receipts from exports. If this is to be achieved, the exchange rate ad- 
justment must make possible a reduction in their dollar export prices 
and the demand for their products must be such that this reduction 
will make an adequate addition to sales. In some cases, it would also 
be important that the increased profitability of exporting would en- 
courage a larger production of exportable commodities. (p. 15) 


The Fund justified its change in emphasis regarding the de- 
sirability of exchange rates from that indicated in earlier reports 
on the grounds that there had been substantial progress in pro- 
duction among the deficit countries and that the seller’s market 
prevailing in the immediate postwar period was beginning to 
disappear. There still remains, however, the question of whether 
or not the dollar deficit countries would have been further along 
the road toward equilibrium had they adjusted their exchange 
rates to more competitive levels a year or so earlier. 

Since the above paragraphs were written a number of Euro- 
pean and sterling area currencies have been devalued and it is 
quite likely that other exchange rate adjustments will take place 
before this paper is printed.®? These adjustments took place fol- 
lowing the decision of the United Kingdom to change its parity 
from $4.03 to $2.80. It has long been recognized that the devalua- 
tion of the pound sterling was the key to a general adjustment 
of exchange rates throughout the world. Further adjustments in 
exchange rates will need to be made before an appropriate pat- 
tern can emerge. There are a number of disparities among the 
Eastern Hemisphere currencies themselves, and at the time of 
writing no changes in the par values of Latin American curren- 
cies have taken place since the devaluation of the pound. The 
Fund can play an extremely useful role over the next few months 





39 The Fund announced new par values for the following members in Septem- 
ber 1949: United Kingdom, Australia, Canada, Belgium, Denmark, Egypt, Ice- 
land, India, Iraq, Luxembourg, Netherlands, Norway and South Africa. France, 
Finland, Italy and Greece also adjusted their exchange rates but these countries 
have not established parities with the Fund. 
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in securing the proper exchange relationships, and in preventing 
both overvaluation and undervaluation of member currencies, 
A serious problem may arise, however, in the carrying out of this 
important function. There are indications that some members 
consider the role of the Fund to be a purely passive one with 
respect to exchange rate adjustments. Should this view prevail, 
action on exchange rates will have to be limited to informal dis- 
cussions with members of the Fund’s staff except when the 
initiative comes from a member proposing a change in its par 
value. It is argued with some justification that recommendations 
of the Fund’s Executive Board might leak out and embarrass 
the member to whom the recommendation was made or perhaps 
bring about a speculative raid against its currency. While recog- 
nizing this danger we cannot accept the view of absolute passivity 
on the part of the Fund in matters which so vitally affect the 
interests of all of its members. In the opinion of the author the 
Fund must be permitted to discuss and make recommendations 
with respect to the exchange rates of members, particularly those 
members which are making use of the Fund’s resources. 


MULTIPLE AND DiscrIMINATORY RATES 


One of the important obligations of members of the Fund is 
to avoid the use of multiple currency and discriminatory cur- 
rency practices except as authorized during the transitional period 
or with the expressed approval of the Fund.” By a multiple cur- 
rency practice we generally mean an exchange rate system which 
involves different rates for different types of transactions. Thus 
most Latin American countries for example have a higher rate 
in terms of their own currencies for the importation of luxury 
commodities than for essential imports. A discriminatory cur- 
rency practice on the other hand usually refers to an exchange 
rate system which involves rates for different foreign currencies 





40 Members employing multiple currency or discriminatory currency arrange- 
ments at the time the Fund began operations were required to consult the Fund 
as to their progressive removal unless the arrangements were maintained or im- 
posed under Article XIV on transitional arrangements. (See Article VIII, Sec. 3.) 


the fo 
Franc 
a rate 


Since 
probl 


a) 


re 


whicl 
mark 
apply 
rates 
speci: 
could 
actio! 
ager 
tiple 
| ing t 
one | 


the t 


ating 
ACies, 
this 
abers 
with 
vail, 

dis- 


par 
ions 
rass 


aps 


rity 
the 
the 
Ns 
Se 





855 


which do not correspond to the official parities or cross-rates for 
the foreign currencies. For example in the spring of 1948 when 
France maintained a rate of 862 francs to the pound sterling and 
a rate of 266 francs to the dollar, the cross-rate between the pound 
and the dollar was $3.32 instead of the official parity rate of $4.03. 
Since these two types of practices involve somewhat different 


problems we shall discuss them separately. 


(1) Multiple Rates 
| When nations employ exchange controls they usually do so for 
the purpose of maintaining an external value of their currency 
which differs from that which would exist in a completely free 
market. However, they may not want the same artificial value to 
apply to all transactions. It is possible by employing a variety of 
rates to discourage some imports more than others, or to give 
special encouragement to certain exports. Much the same result 
could be achieved by having a single exchange rate for all trans- 
actions and providing the desired encouragement or discour- 
agement to certain imports and exports by means of tariffs, excise 
taxes, or subsidies. Many countries, however, believe that mul- 
tiple rates provide a more feasible arrangement for accomplish- 
ing their trade control objectives.“ The Fund’s problem has been 
one of determining the extent to which the use of multiple rates 
by members experiencing balance of payments difficulties during 
the transition period should be encouraged or discouraged.” 
The Fund’s policy on multiple rates as stated in its Annual 


| Report for 1948 may be summarized as follows: 





41 Dr. Robert Triffen has suggested a system whereby foreign exchange avail- 
able for importing less essential imports would be auctioned, after the more es- 
sential foreign exchange payments had been met. In the opinion of Triffen such 
a system would involve less interference with trade and with market forces than 
one subjecting all imports to licensing or exchange control. See “National Central 
Banking and the International Economy,” Postwar Studies, No. 7, Board of Gov- 
ernors of the Federal Reserve System (Washington, D.C., 1947). 

42 Multiple rates might also be employed by members which have assumed the 
obligations of Article VIII, Section 2, with respect to restrictions on current trans- 
actions, provided such members employed controls on capital transactions. In the 
view of the author there is considerable justification for permitting countries to 
maintain a free market for capital transfers under these conditions. 
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(1) Where multiple currency practices are not needed for bal. 
ance of payments reasons early steps should be taken for their 
removal. 

(2) Where such practices are needed for balance of payments 
reasons the Fund will encourage members to remove them by not 
later than the end of the transitional period. 

(3) Where complete removal by the end of the transitional 
period proves impossible, the Fund will assist the members cop. 
cerned to eliminate the most dangerous aspect of their multiple 
currency practices and to exercise reasonable control over those 
retained.” 


The Fund’s policy with respect to the use of multiple rates can 
scarcely be regarded as an especially vigorous one. Although some 
progress has been made toward the simplification of multiple 
rate structures in Latin America and in Iran, multiple currency 
practices are employed by more than a third of the Fund’s mem- 
bership. If in the next few years the need for exchange controls 
for balance of payments purposes in most countries disappears, 
the multiple rate problem will largely be solved. But if controls 
prove to be more or less permanent for the next generation or so, 
the continued use of multiple rate systems will greatly complicate 
negotiations on tariffs and other commercial policy matters. For 
example in both the ITO Charter and the General Agreement 
on Tariffs and Trade (GATT) provision is made governing 
the use of quantitative trade and exchange controls for countries 
experiencing balance of payments difficulties, but no provision is 
made with regard to the use of multiple rates. Agreements with 
respect to tariff concessions however can easily be nullified by a 
change in the structure of multiple rates or a reclassification of 
commodities subject to multiple rates. The Fund has certain 
jurisdiction over changes in multiple rate structures“ and pre- 
sumably could prevent members from altering their rate struc- 
tures and commodity classifications as a means of nullifying tariff 
concessions. Possibly some form of cooperation between the ITO 


43 Annual Report of the Executive Directors for 1948, Appendix II, p. 67. 
44 Annual Report of the Executive Directors, op. cit., Appendix II, p. 72. 
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and GATT could be worked out to deal with this problem. 
Nevertheless the continued use of multiple currencies adds an- 
other variable to the complex problems involved in working out 
a system of rules of fair trade conduct. Multiple rates with re- 
spect to transfers of earnings and other payments arising out of 
foreign investments also complicate the problem of negotiating 
investment treaties. 

Multiple rate structures may also be criticized on the grounds 
that they interfere with the principle of comparative advantage in 
trade. Cost-price comparisons among trading countries employ- 
ing such practices become difficult or impossible, and it is difficult 
to see how an economical pattern of world trade can be devel- 
oped with a widespread use of these arrangements. Although it 
may be easy to justify their use for individual countries on the 
grounds of administrative feasibility, nations must make certain 
sacrifices if a body of fair trading rules which will secure the 
maximum benefits to trade for all nations is to be established. 


(2) Discriminatory Cross-rates 


While the Fund’s attitude toward the use of multiple exchange 
rates which discriminate as between types of transactions has been 
lenient, it has taken a rather strong stand against exchange prac- 
tices involving discriminatory cross-rates. Thus for example 
when the French Government proposed a new official parity for 
the franc coupled with a discriminatory currency practice where- 
by the United States dollar and certain other currencies would be 
sold in the market inside France at fluctuating rates which 
would differ substantially from the new par, the Fund rejected 
the proposal.*? The Fund has objected to the use of discrimina- 
tory rates even during the transitional period on three grounds. 





45 France adopted the new system in January 1948 without the consent of the 
Fund, thereby rendering herself ineligible to use the resources of the Fund. 
(Article IV, Sec. 6.) In October 1948 France revised her rate system in a manner 
which eliminated the discriminatory cross-rate between the pound sterling and 
the dollar for most transactions. However, France has not as yet established a 
new parity with the Fund. Italy and Greece also have exchange rate systems 
which involve discriminatory cross-rates but neither of these countries has estab- 


lished a parity with the Fund. 


Cpe a ea 


BOER Dg TIE 


PBT 


PR TNT IORETN 


i 











858 


First it is maintained that the practice tends to undermine the 
position of the currencies which are selling at a discount relatiye 
to the dollar and other hard currencies. Thus when the cross-rate 
on the pound sterling in the French market was $3.30 rather 
than $4.03, doubts naturally arose as to the validity of the sterling 
parity. A more direct disadvantage than the purely psychological 
effect of the sale of sterling at a discount arises when traders are 
able to buy sterling with dollars at a discount in France and 


purchase commodities in the sterling area with dollars. The | 
Fund has also objected to the use of discriminatory rate systems | 


on the ground that they distort the pattern of world trade and add 
to the difficulties of eventually restoring currency convertibility.” 

The problem of eliminating discriminatory cross-rates is by no 
means confined to the prevention of their use by members of the 
Fund under official government sanction. There was for example 
before the devaluation a growing traffic in free market transfer. 
able account sterling in countries which did not have official 
discriminatory rate systems.** By dealing in these markets certain 
American wool importers were able to purchase Australian wool 
at a substantial discount over what they would have had to pay 
if they bought the wool with dollars or American account sterling 
directly from Australia. 

Discriminatory cross-rates arise from the fact that currencies 
are not generally interconvertible. When Britain or a member of 
the sterling area buys goods with inconvertible sterling, such 
sterling may ordinarily be used only for making purchases with- 
in the sterling area or within certain other countries designated 
as transferable account countries. This sterling is not supposed 
to be sold for dollars or other hard currencies except with the 
permission of the British Treasury. Unless however the countries 


46In order to conform to British exchange control regulations commodities 
purchased with sterling would have to be first shipped to France and then trans- 
shipped to the Western Hemisphere. 

47 For a discussion of the Fund’s position on discriminatory cross-rates see 
the Annual Report of the Executive Directors for 1948, op. cit., pp. 26-27 and 
Appendix V. 

48 See “Variety of Sterling Valuations Recalls Schacht’s Trade Moneys,” New 
York Times, March 6, 1949. 
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which acquire inconvertible sterling have tight exchange con- 
trols, some of this sterling may be sold for hard currencies. So 
long as dollars are generally more desirable than sterling, sterling 
sold in free markets will be at a discount compared with the 
official parity. Paradoxically therefore, the only way that the 
Fund can eliminate discriminatory cross-rates which result in a 
discount on inconvertible currencies from their official parities 
is to ask members dealing in these currencies to tighten up their 
exchange controls. Since a large part of the trading world out- 


| side of the United States does business with the sterling area with 
| inconvertible sterling,®® it becomes evident that the most essential 


key to the elimination of discriminatory trade and exchange con- 
trols is the restoration of sterling-dollar convertibility. It should 
be noted that although the recent devaluation of sterling may 
reduce the margin of discrimination, the problem of discrim- 
inatory cross-rates will not necessarily be eliminated until sterling 
becomes convertible. The prospects for sterling convertibility will 


be discussed in a later section. 


ExcHANGE Rate FLexisiniry 


Except in cases of countries like Greece and China where in- 
ternal economic conditions are still extremely unstable, the Fund 
has frowned upon the use of fluctuating exchange rates even 
during the transitional period.*! This position has been severely 
criticized by certain economists who believe that exchange rate 
fluctuations are to be preferred to exchange controls. It has also 
been argued with considerable justification that since in most 





49 Trade between the United States and certain other so-called dollar area coun- 
tries, and the sterling area is conducted with American account sterling which is 
freely convertible into dollars. Americans can use inconvertible sterling in trade 
only through indirect deals whereby commodities from sterling area countries are 
trans-shipped through third countries authorized to deal in such sterling. 

50 Except for the following countries which deal only in convertible or Amer- 
ican account sterling, the remainder of the trading world deals in inconvertible 
sterling: United States, Philippine Islands, Bolivia, Colombia, Costa Rica, Cuba, 
Dominican Republic, Ecuador, Guatemala, Haiti, Honduras, Mexico, Nicaragua, 
Panama, Salvador, and Venezuela. 

51 Annual Report of the Executive Directors for 1948, op. cit., pp. 24-26. 
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modern economies, governments seek to control incomes 
prices independently of changes in the trade balance, balance of 
payments equilibrium is not compatible with fixed ex 
rates. The Fund’s answer to the first argument is that under 
present world conditions few countries are able to abandon re 
strictions on their imports and exports and that the so-called free 
rates which exist in France, Italy and elsewhere are only nom. 
inally free since most international transactions in these countries 


are subject to control of one kind or another. Whether or not all | 


countries should abandon their restrictions on trade in the nea 
future is perhaps an academic question since they are not likely 
to do so.** In my opinion a general abandonment of restrictions 
on the part of countries whose production, trade and balance of 
payments have been severely disrupted by the war would tend to 
retard economic recovery and stability. 

The second argument to the effect that exchange rate stability 
is incompatible with national monetary policies is a more serious 
one for the long-run.** If nations pursue varying national eco- 
nomic policies which result in divergent movements of prices, 
costs and money incomes, international equilibrium will be dis- 
turbed. Under these conditions it is maintained that equilibrium 
can only be restored if exchange rates are sufficiently flexible to 
compensate for relative changes in prices and costs among the 
trading countries.** But granting the validity of this argument 
should we conclude with Dr. Frank Graham and other critics 
of the Fund that the Fund should be abandoned or the Articles 
of Agreement amended?*®* To do so would be to interpret the 
concept of exchange stability in the Fund Agreement as being 
synonymous with exchange rigidity. Properly interpreted ex- 





52] have discussed this question in an article entitled “International Dis- 
equilibrium and the Post-War World,” American Economic Review, June 1949. 

53 See Frank D. Graham, The Cause and Cure of Dollar Shortage (Interna- 
tional Financial Section, Princeton University, January 1949). 

541f disequilibrium is caused by a depression in certain countries rather than 
by price and cost disparities alone, changes in exchange rates may not be sufficient 
to restore equilibrium. See Alvin Hansen, Monetary Theory and Fiscal Policy 
(McGraw-Hill, New York), 1949, pp. 209-212, for a discussion of this point. 

55 See Graham, op. cit., p. 15. 
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change stability means orderly adjustments in exchange rates 
and the absence of erratic day-to-day movements. It means that 
exchange rates should only be changed when there is a funda- 
mental disequilibrium, i.e., disparities in costs and prices which 
lead to balance of payments disequilibrium between countries, 
and after consultation with the Fund. 

It may be that the Fund has not given sufficient ermphasis to 
exchange rate adjustments. This may be due in part to the view 
that exchange rate alterations are of limited value during the 
early part of the transitional period. However, there is nothing 
in the Fund Agreement which would be inconsistent with the 
practice of periodic review of par values, say once every year or 
even oftener if conditions warranted. This kind of flexibility is 
to be preferred over day-to-day fluctuations which take place in 
response to temporary and speculative forces not related to 
changes in basic economic conditions. Although there may be 
some merit in a brief period of experimentation during the 
present period of general currency readjustment, there is little to 
be gained from constantly fluctuating rates since exchange mar- 
kets are subject to temporary influences which have little to do 
with basic demand and supply conditions. It would be better 
to offset temporary disturbing factors by means of stabilization 
operations and adjust rates only periodically. Stable rates coupled 
with periodice review and revision only after international con- 
sultation will reduce risk and uncertainty to traders and will 
avoid competitive exchange depreciation. 


LENDING OPERATIONS OF THE FuND 


One of the most difficult policy problems which the Fund has 
had to face has been the determination of a lending policy.°® 
Mention has already been made of the two conflicting philoso- 
phies regarding the use of the Fund’s resources: the one favor- 





56 Strictly speaking the Fund buys the currency of the borrowing member in 
exchange for the currency desired by that member. However, except for the 
feature of indefinite maturity, the Fund’s exchange operations are tantamount 
to loans to members. 
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ing more or less automatic drawing rights by members within 
the limits provided by the Articles of Agreement, and the other 
envisaging continuous scrutiny and management of the Fund’s 
lending operations by its Executive Board. It is clear from a re 
view of the Executive Board’s decisions®’ that the Fund has 
moved quite far in the direction of the latter approach. As a 
matter of practice the Board has carefully considered the requests 
of its members for financial assistance and in no sense have the 
drawings been automatic. The necessity for this policy is obvious 
under current world conditions. Few members of the Fund haye 
attained a sufficient degree of equilibrium whereby their deficits 
can be considered to be of a short-term nature and capable of 
correction within a reasonable period of time. Therefore the 
normal type of borrowing and repayment mechanism provided 
for in the Articles of Agreement is unsuited for conditions pre- 
vailing during the transition period. As was indicated earlier, 
it is entirely possible that conditions in most countries will never 
be compatible with the principle of automatic recourse to the 
Fund. If nations continue to plan their balances of payments 
through the use of trade and exchange control devices and if ad- 
justments in trade balances depend more upon actions taken by 
governments rather than automatic corrective forces operating 
in free international markets, the Fund will need to develop suit- 
able policies for lending and repayment.** This may involve the 
making of short-term loans under specific conditions for repay- 
ment in place of the principle of indefinite maturities and auto- 
matic repayment based on increases in monetary reserves, which 
is provided in the Articles of Agreement.*? 

During the two years since the beginning of its exchange opera- 
tions in March 1947 to the end of June 1949, the Fund has ex- 
tended credits to 17 of its members aggregating $725.5 million. 


57 Annual Report of the Executive Directors for 1947, p. 31; for 1948, Ap- 
pendices IV and IX. 

58 See my “Role of the International Monetary Agreements in a World of 
Planned Economies,” Journal of Political Economy, December 1947. 

59 See Article V, Sec. 7. 
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Of this total $708 million represented sales of dollars, while the 
remainder was divided between $11.4 million worth of Belgian 
francs and $6 million worth of sterling. It will be noted in the 
accompanying table that over three-fourths of the Fund’s sales 


FUND SALES OF CURRENCY BY COUNTRY TO 


JUNE 30, 1949* 
(millions of U.S. dollars) 

Currency Sold To Amount 
U.S. dollars . 0 8 9 ee oe Ae 
Pees a SO OL et a 
eee, ww te. oh Gee ilies OR 
Sea es ee 
Dye gw ws IIR. cw yo 
., + «, 0 » » Me Ce’, sei ch teen 
ees. oe 8 ne eg ere 
es Sl lk ol II oe ee 
Pe. ee Oe wt I bie Oo eg Se 
eee. se 6S RR ee Se Bee 
«5 oo we REI OE a 
US. dollars . » 9 - > dh II os erence 
Pounds sterling . 8 ey IIS 0. ceo. visies adc 
emeees 6 . lU(“ tS. NG Se ee 
es oe a on Oe ee 5 
Ds te od St RW is oe eee eee 
rs .  . so i6., ARR 4 oep ee te 
OO Se —a 
Ms.  . ‘3. » o. UMee ‘ South Africa ——— 
US. dollars. . United Kingdom. . . .« 300.0 
Total Fund Sales of U. S. Dollars for Member Currencies? . . 708.0 

Total Fund Sales of All Currencies . . . . « «© «9255 

Total Fund Purchases of All Currencies . . . » 7255 


1In May 1949 Costa Rica repurchased $874,000 worth of its own currency 
with gold and U.S. dollars. 

2In addition the Fund sold 6.1 million U.S. dollars to Norway for the equiv- 
alent in gold in November 1948. 


"International Financial Statistics, July 1949, p. 6 (International Monetary 
Fund: Washington, D.C.). 


of dollars have been to the ERP countries and that only a small 
percentage of the total sales have been to countries whose dis- 
equilibrium might be considered as short-term in character. Most 
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of the members of the Fund to which credits have been ¢. 
tended are engaged in reconstruction and development programs 
and require far-reaching structural adjustments before equi 
librium can be reestablished. Although the Fund has made q 
significant contribution to world recovery, assistance from the 
Fund represents only a small proportion of the total dollar aid 
which has been made available for this purpose. 

It is possible to criticize the Fund on the grounds that ity 
resources have not been employed strictly in accordance with the 
purposes of the Fund. On the other hand the Fund has pro 
vided urgently needed assistance without which there might 
have occurred serious disruption of the economies of its mem. 
bers and an indefinite postponement of the restoration of world 
equilibrium. With the emergence of the ERP much of the pres 
sure for emergency financing has been taken off the Fund and 
in 1948 its executive board adopted a policy of not making any 


additional dollars available to the ERP countries except for | 
unusual circumstances.” If adequate resources are to be avail | 


able for short-term stabilization purposes after the transition 
period it is highly important for the Fund to husband carefully 
its remaining gold and dollar resources. Except for emergency 
circumstances it is suggested that the Fund confine its dollar 
loans to cases where there is reasonable assurance of repayment 
within a relatively short period of time, say three or four years 
at most. In making such loans it would be preferable for the 
Fund not to rely solely upon the automatic repurchase provisions 
but rather it should seek to obtain commitments from borrowers 
as to a schedule of repayment. 

Although small amounts of sterling and Belgian francs have 
been sold by the Fund, the vast bulk of the drawings have been 
in dollars. This has been due in part to the fact that the dollar 
is the most sought after currency in the Fund and also because 
the drawing of any currency creates an obligation on the part of 
the borrowing member to repay in dollars or currencies con- 
vertible into dollars. Many countries however have short-term 


60 Annual Report of the Executive Directors for 1948, p. 74. 
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needs for non-dollar currencies which could properly be met by 
drawings on the Fund. For example under present conditions 
of widespread inconvertibility, a member may have a long-term 
disequilibrium with the dollar area but a fluctuating balance 
yis-A-vis sterling countries. Hence it would be highly desirable 
if a way could be found for the Fund to employ its non-dollar 
resources to stimulate trade among soft-currency countries. Thus 
countries might be permitted to draw soft currencies to meet a 
temporary disequilibrium and to repay the Fund in soft cur- 
rencies acceptable to the Fund.®' In this way the Fund could 
provide multilateral payments and interconvertibility among soft- 
currency countries until such time as general interconvertibility 
of all currencies could be restored.° 


Gop Poticy 


The Fund’s insistence that international dealings in gold shall 
be at official prices as determined by the gold parities of the cur- 
rencies of its members has been the subject of considerable con- 
troversy. Since member currencies are defined in terms of a fixed 
quantity of gold and gold is an international medium of ex- 
change, it follows that gold sales at other than official prices 
represent a departure from the Fund’s rules regarding the main- 
tenance of par values in exchange dealings. The problem of 
gold transactions, however, is complicated by the fact that gold 





61 The problem of soft-currency drawings is complicated by the fact that the 
member whose currency is drawn acquires additional drawing rights in the Fund 
which may be exercised for the purchase of dollars. The Fund might however 
permit such additional dollar drawing rights to be exercised only to the extent 
that the country whose currency has been used has incurred an additional dollar 
drain as a result of the transaction. Moreover such dollar drawings might be per- 
mitted only on condition that the drawing member repay the Fund when its 
own currency has been restored to the Fund by the original borrower. 

62 For a discussion of limited multilateral clearings see my “Regional Multi- 
lateral Payments Arrangements,” Quarterly Journal of Economics, August 1948; 
and Robert W. Bean, “European Multilateral Clearing,” Journal of Political Econ- 


omy, October 1948. 
63 Article IV, Sec. 2, requires that members may not buy or sell gold at prices 
above or below their par values, plus or minus a prescribed margin to be de- 


termined by the Fund. 
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is not only an international currency but a commodity whose 
production is quite important to the economies of countries such 
as Canada and the Union of South Africa. The fact that its off. 
cial price in terms of dollars has remained constant since 1 
while other prices have doubled or tripled has affected gold pro. 
duction throughout the world. (However the purchasing power 
of gold today is about the same as it was in the 1920's.) Gold is 
also in demand not only for industrial purposes but as a hoard. 
ing medium in many countries, especially those with overvalued 
or weak currencies. Premium prices for gold have therefore de 
veloped in both illegal and legal markets the world over and 
gold producers naturally desire to take advantage of those mar. 
kets by selling gold at prices in excess of $35 per ounce. 

The Fund has opposed international transactions in mone 
gold at premium prices on two general grounds.™ First such 
purchases and sales directly or indirectly involve exchange trans. 
actions at exchange rates which differ from parity. Thus the 
seller of gold at a premium price is obtaining a larger number 
of currency units for the gold equivalent of his own currency 
than he would have obtained if he sold the gold at a price equal 
to the gold equivalents of the two currencies at parity. This is 
true, however, only when we look at gold as an international 
currency rather than as a commodity. 

The second objection advanced by the Fund is that premium 
transactions in gold result directly or indirectly in a loss of mon- 
etary reserves to the country buying the gold. When Frenchmen 
buy gold from abroad to be used for private hoarding they must 
pay for the gold either in foreign currencies or in their own cur- 
rency. When foreign currencies are used it means that France 
has less foreign exchange for its imports, while when payment 
is made in French francs it means that the francs can be used 
in France to buy goods and services which otherwise might have 
been purchased with foreign exchange. When such transactions 
countervene French foreign exchange regulations, it may mean 


64 Annual Report of the Executive Directors for 1947, Appendix XII. Internal 
sales of gold at other than official prices have not been objected to by the Fund. 
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that the country of the seller is failing to cooperate with France 
in the enforcing of French foreign exchange regulations.® This 
second objection has perhaps more practical significance than the 
first, although the extent of the loss of foreign exchange through 
illegal transactions in member countries is difficult to determine. 

Closely related to international transactions at premium prices 
is the problem of government subsidies to gold producers. The 
Fund has taken the position that such subsidies may involve a 
premium price for gold in excess of the parity price plus the pre- 

scribed margin even though the gold is sold to another country 
at the official price.“ Of more practical significance however is 
the effect of gold subsidies on the principal buyer of the world’s 
gold output, namely the United States. The United States holds 
gold stocks far in excess of what could conceivably be used in 
settling international deficits at any time in the foreseeable future. 
Although the United States Government may be willing to buy 
unlimited amounts of gold at $35 per ounce to preserve the valid- 
ity and stability of gold as an international standard, it is certainly 
not interested in acquiring monetary gold for its own sake. Hence 
it is not in the interest of the United States for countries to sub- 
sidize gold production as a means of solving their balance of 
payments problems.*’ 

In dealing with cases involving premium gold sales the Fund 
has sought to make a distinction between gold intended for in- 
dustrial or artistic uses and that which is intended for hoarding 





65 See Article VIII, Sec. 2 (b). 

66See Annual Report of the Executive Directors for 1948, Appendix VI. The 
Fund has ruled that where the subsidy results in a uniform increase in price to 
gold producers the practice is in violation of Article IV, Sec. 2 of the Fund Agree- 
ment. Subsidies are however permissible when they vary with costs of the indi- 
vidual producer and have the effect of subsidizing marginal output. 

67 The Secretary of the United States Treasury made the following statement 
on December 12, 1947, following the issuance of the Fund's policy statement on 
gold subsidies: 

“In particular, the United States would view with disfavor any tendency for 
countries to become dependent on subsidized gold production as a solution to 
the problem of arriving at and maintaining equilibrium in their balance of inter- 
national payments.” First Special Report of the National Advisory Council on the 
Operations and Policies of the International Monetary Fund and the International 
Bank for Reconstruction and Development, May 1948. 
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or speculative purposes. A full implementation of this polj 
would require the policing of premium gold transactions 

the various stages to the end use to which the gold is put. This 
dual role of gold is the logical outcome of a condition in which 
currencies are defined in terms of a fixed weight of a commodity 
but which are not generally convertible into that commodity, |t 
it doubtful just how long this fiction can be maintained. It seems 
likely that countries must either return to some form of gold of 


gold-exchange-standard—which means the elimination of over. | 


valued currencies—or gold will cease to be an international stand. 
ard of value. The timing of the latter outcome will depend upon 
the future gold policy of the United States. 


ExcHANGE RESTRICTIONS AND THE TRANSITION PeERiop 


Members of the Fund are not obligated to remove their ex. 
change restrictions which interfere with current trade in the im- 
mediate postwar period. Rather they are given a period of five 


years from the beginning of the Fund’s operations, during which | 


such restrictions might be employed in a manner dictated by 
their balance of payments situation, following which they are 
required to consult the Fund regarding the need for their further 
retention.” The ability of members to remove their restrictions 
by March 1952 will depend upon economic conditions in the 
world generally and upon the degree of recovery and the internal 
policies of the individual members. Given the successful realiza- 
tion of the goals of the European Recovery Program, a reason- 
ably high level of American foreign investment, and high levels 
of income and employment in the major trading nations, world 

68 Recently the Fund engaged in a controversy with the Finance Minister of 
South Africa over the sale of semi-processed gold abroad at premium prices. The 
Fund stated that it was “not satisfied that adequate safeguards would exist in the 
recently-initiated transactions.” (See IMF Press Release No. 68, February 25, 
1949). On May 11, 1949, the Managing Director of the Fund announced that the 


South African Government had agreed to adopt satisfactory safeguards with 
respect to the sale of gold. 


69 See Article XIV. The Fund may however make representations to members 


that conditions are favorable for the withdrawal of restrictions at any time 
during the transition period. 
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conditions ought to be conducive to the general elimination of 
exchange restrictions and the restoration of convertibility among 
the principal international currencies by 1955 at the latest. But 
the fact that world economic recovery and reasonably stable eco- 
nomic conditions in the major industrial countries may provide 
a favorable climate for freedom of exchange transactions and 
currency convertibility is no guarantee that we are going to have 
them. Much depends upon the national economic policies of the 
trading countries. An appropriate pattern of exchange rates is 
an important condition for international equilibrium and the 
series of exchange rate adjustments which occurred in September 
1949 was a desirable first step in breaking the log-jam of frozen 
rates. A number of other adjustments need to be made, however, 
and it is hoped that the Fund will have considerable influence 
in this field. But the elimination of exchange restrictions on cur- 
rent transactions involves far more than exchange adjustments. 
It means a substitution of the price mechanism for the rationing 
of foreign exchange. This necessarily involves monetary and fiscal 
policies which are consistent with balance of payments equi- 
librium on the one hand and full employment on the other. For 
most governments beset with competing demands from various 
political and economic groups, this is a difficult balance to achieve 
and maintain. 

It is impossible to predict at this juncture whether or not in- 
dividual members will adopt the necessary domestic economic 
policies which will permit the eventual elimination of trade and 
exchange controls. It is questionable whether the Fund will have 
much influence over the internal economic policies of its mem- 
bers. Moreover a continuation of the movement toward planned 
economies and state ownership may in the case of many coun- 
tries greatly narrow the area of trading activity for which the 
existence of free exchange transactions are relevant. For example 
in a country which conducts the vast bulk of its foreign trade 
through state trading monopolies, the absence of exchange re- 
strictions may be of limited significance. 

Closely related to the removal of exchange restrictions and the 
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restoration of currency convertibility are the provisions of the 
ITO Charter and of the GATT on quotas and other quantitative 
trade restrictions. The ITO Charter provides for parallel regul, 
tion of the use of trade restrictions and after March 1952 member 
of the Fund must consult either the Fund or the ITO regarding 
the further retention of discriminatory import restrictions. Confer. 
ences between representatives of the Fund and the Interim Com, 
mission of the ITO and between the representatives of the Fund 
and of the Contracting Parties to GATT have taken place and 
agreements drafted to assure effective cooperation between the 

Fund and the two organizations operating in the trade field.” 
It is perhaps desirable at this point to make a distinction be. 
tween convertibility of currencies such as sterling which are ex. 
tensively employed in international transactions, and the elimina. 
tion of trade and foreign exchange restrictions by governments 
on their own residents. So long as countries make payments to 
residents of other countries in currencies which can only be used 
in the country making the payment or within a group of coun 
tries such as the sterling area, world-wide multilateral trade and 
the elimination of discriminatory trade and exchange controls 
becomes impossible. However if countries made payments to 
other countries only in the form of currencies which are con- 
vertible into the dollar and other currencies, it would be pos 
sible to have world-wide multilateralism even though a large 
number of countries restricted the total foreign purchases of their 
own citizens. It is for this reason that the convertibility of ster- 
ling, as distinct from the elimination of restrictions on residents 
of Britain and the sterling area, is of such great importance. It 
is quite likely that many countries, particularly those which are 
undergoing rapid industrialization, may employ restrictions on 
imports for many years to come, largely because they may be un- 
able to cope with the inflationary impact of new investments on 
imports in the face of the large foreign exchange requirements of 
the capital projects themselves. However, if convertibility of the 





70 See Annual Report of the Executive Directors for 1949, International Mon- 
etary Fund, Appendix XI. 
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world’s international currencies can be achieved, internal foreign 
exchange and trade restrictions need not be of a discriminatory 
character and their effects upon the multilateral pattern of world 
trade will not be as serious as they are at present. 

The series of currency devaluations which occured in Sep- 
tember 1949 represent an important step in the direction of world 
multilateralism and international equilibrium. Devaluation, how- 
ever, is not enough. Sterling and other currencies employed in 
financing international transactions cannot be made convertible 
into dollars and other hard currencies so long as those who receive 
these currencies in payment have a general preference for dollars 
either for making purchases in hard currency areas or for building 
up their reserves. In order for sterling to be as “hard” as dollars, 
sterling commodities and services must be competitive with dollar 
and other hard currency commodities and services. Quality of mer- 
chandise and ability to fill orders quickly may be just as impor- 
tant as relative prices in achieving this goal. The sterling area must 
earn more dollars by diverting exports from soft currency to hard 
currency markets. This means greater selling efforts in dollar 
markets. It may also require the elimination or reduction of un- 
requited exports from Britain to India and other countries with 
large sterling balances built up during the war. Finally the 
restoration of sterling convertibility, which I believe to be the 
sine qua non of world multilateralism, will require the restora- 
tion of confidence in sterling and a willingness on the part of 
countries to hold their international reserves in sterling. Such 
confidence will require not only a belief that Britain can main- 
tain convertibility but also an expectation in the stability of the 
value of sterling over an extended period. 


CoNCLUSION 


The Fund was designed to serve a world in which trade was 
largely conducted by private individuals operating in free mar- 
kets and in which exchange transactions at least for current trade 
would be free from government interference. The Fund has been 
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of some assistance to its members in various ways during the im. 
mediate postwar transition period when it was expected that war. 
time controls would need to be maintained. But the fundamental 
conditions which necessitated the retention of these controls are 
rapidly disappearing and the kind of a trading world we are to 
have will depend more and more upon the policy decisions of 
governments. Two conditions are necessary for the successful 
operation of the Fund in the future. The first is a willingness of 


nations to submit matters relating to exchange rates, exchange | 


practices, and the balance of payments to the forum of the Fund, 
If the Fund is to be merely a passive instrument for supplying 
foreign exchange rather than an active agent of coordination of 
international monetary policies, its usefulness is extremely lim. 
ited. Secondly, its members must make the necessary adjustments 
and adopt trade and financial policies required for the elimina. 
tion of international disequilibrium and the restoration of mult. 
lateral trade and currency convertibility. 

It is by no means certain at this juncture that nations are will. 
ing to follow the rules which have been set forth as being neces. 
sary for a multilateral trading world. Yet it is difficult to see 
how the Fund can operate successfully in a world in which 
trade and balances of payments are determined more by gov- 
ernmental decree than by the operation of unrestricted competi- 
tive forces in free markets. These rules do not mean a return 
to a world economy in which internal money incomes and em- 
ployment are at the mercy of international forces. Few if any 
nations are willing to return to the economic policies of the nine- 
teenth century. Rather what is required is the coordination of 
national economic policies to achieve a workable system of multi- 
lateral trade. In the absence of the adoption of the policies de 
scribed above the Fund is likely to die a lingering death with 
the date of its demise foretold by the rate of flow of its life 
blood of dollar exchange. 


Assuming that the majority of the Fund’s members are will- 
ing to accept the conditions set forth above, how can the Fund 
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realize the objectives contained in its charter? The following 
policies are suggested ; 

(1) The Fund should limit the use of its resources to the fi- 
nancing of short-term disequilibria arising from seasonal or 
short-term cyclical causes or from emergency situations such as 
crop failures and natural disasters. Where the specific cause of 
the disequilibrium is long-term or fundamental in nature the 
member should seek other sources of financing. 

(2) Members seeking to obtain resources from the Fund 
should demonstrate their ability to repay within a short period 
of time, say three or four years, and the Fund should require that 
borrowing members adopt recommendations designed to assure 
the necessary improvement in their balance of payments position. 

(3) Consideration ought to be given to arrangements whereby 
borrowing members would agree to repay the Fund within a 
limited period of time so that the Fund would not rely solely on 
the automatic repayment provisions of the Articles of Agreement. 

(4) The Fund should emphasize the need for a frequent review 
of exchange rates by members and should consult with members 
from time to time regarding the appropriateness of their rates. 
It would be especially desirable if such discussions took place on 
a multilateral basis to assure a proper pattern of rates. The Fund 
should dispel any idea that exchange stability means rigidity or 
that its function with respect to exchange rates is one of passivity. 

(5) The Fund should seek the early elimination of all multiple 
currency and discriminatory exchange practices, say by 1952 at 
the atest. 

(6) The Fund should press for the early elimination of ex- 
change restrictions on current transactions employed by countries 
where balance of payments difficulties are largely the result of 
improper monetary, fiscal and exchange policies. In the case of 
countries whose disequilibria stem from structural maladjust- 
ments in their production and trade,’' more time will be required. 

71In the case of some countries inability to relax trade and exchange controls 
is due to the fact that they must accept inconvertible currencies, ¢.g., sterling, 


in payment for a large part of their exports. The fact that the natural market for 
the products of many countries is in areas which make international payments in 
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(7) Among countries where trade with dollar-convertit 
rencies is impossible because of basic structural factors the Fi 
should promote the widest possible degree of interconvertib 
through sales of non-dollar currencies. In particular the 
should promote the development of a multilateral payme 
rangement for the ERP countries both through the provisi 
financial assistance and its technical services. Such arrangem ca 
while maintaining economical trade among soft-currency e¢ 
tries, should not interfere with the basic adjustments necessag 
to restore world-wide convertibility of currencies. i 


(Footnote 71 continued) 

inconvertible sterling, emphasizes the need for the restoration of sterling-d 
convertibility as the sine qua non for the general abandonment of 
controls. 





